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Preface 



Josh Lemer 

Jacob H. Schiff Professor of Investment Banking Harvard Business School 
and National Bureau of Economic Research 



During much of the 1970s and 1980s, venture capital and private equity 
remained largely a United States phenomena. Over the past decade, how- 
ever, private equity has spread around the globe, taking particularly firm 
root in Western Europe-indeed, growing 4,700% since 1984 through 2001. 
Today, Europe is the dominant private equity market outside the United 
States. Despite this tremendous growth and the current recessionary cli- 
mate, there is ample room for attractive expansion in European private eq- 
uity; both for venture capital and private equity. 

There have been several reasons for this growth. The first has been the 
internationalization of capital sources. The key sources of capital for Euro- 
pean private equity funds have traditionally been segmented by national 
boundaries: historically, the pattern in Europe has been for private equity 
groups to raise funds from banks, insurance companies, and government 
bodies in their own country, with little involvement from foreign investors. 
These barriers are now breaking down for two principal reasons. First, in- 
stitutional investors, partieularly in the United States, have become in- 
creasingly interested in European funds. Second, many international pri- 
vate equity firms have become more active in Europe. 

A second driver of growth has been the entry of new talent into the in- 
dustry. Traditionally, many European private equity investors had come 
from financial or consulting backgrounds, rather than from operating roles. 
Perhaps as a result of these backgrounds, the relationships between private 
equity investors and portfolio companies have tended to be much more dis- 
tant in Europe, with a greater emphasis on an assessment of financial per- 
formance than on "hands-on" scrutiny. Today, we are seeing groups in- 
creasingly emulating U.S. funds, and seeking to play an ongoing role in 
managing these firms. The track records of a number of groups that have 
adopted these approaches attest to the benefits that influx of talent can 
bring. 

A third change relates to the geographic distribution of investments. 
European private equity investors have historically evinced a strong ten- 
dency to invest in the same country in which the fund is located. This re- 
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luctance to invest across national boundaries reflects both the legacy of le- 
gal and regulatory barriers to such transnational investments (now greatly 
reduced) and the very distinct business cultures that characterize any 
European nation. Progress is being made in creating truly pan-European 
private equity market, though much work remains to be done here. 

A final critical reason for the growth of private equity investment in 
Europe has been a change in its focus. At the beginning of the decade, pri- 
vate equity investing outside the United States was targeted at buyout or 
expansion financing of already-profitable businesses. These investments 
provided an opportunity for companies to expand production or reorganize 
operations. During the past decade, however, private equity investing has 
expanded to include venture capital. The same underlying technological 
innovations that drove the U.S. venture capital revolution unleashed a 
similar burst of entrepreneurial activity in Europe. Recent experience for 
both venture capital and private equity in many countries points to poten- 
tially attractive opportunities for both investors and businesses requiring 
capital in the Europe. 

Thus, despite continued cultural and regulatory challenges — as well as 
the “boom and bust” pattern that has characterized the industry globally 
since its inception — European private equity represents a diverse and vi- 
brant market. But while European private equity has made considerable 
strides, academic research has lagged. Published works on venture capital 
and private equity remain largely focused on the U.S. market. 

Thus, this set of papers plays an important role. By collecting a set of 
research papers into the nature of private equity in Europe, including ones 
that employ a variety of methodologies, we gain a better understanding of 
what makes this market distinctive. In particular, the distinctive financial 
structures, regulatory environments, and fundraising processes that charac- 
terize the European market are explicated here with admirable clarity. 

To be sure, even after reading the volume, the reader will surely note 
that important questions still remain unanswered. Many relate to the fu- 
ture of the European market. For instance, to what extent will these dis- 
tinctive elements survive, or will the industry converge to the U.S. tem- 
plate? But these issues will doubtless stimulate research by the authors in 
the years to come! 



March 15, 2003 





Foreword 



Stefano Caselli and Stefano Gatti 

“Giordano Dell’Amore” Institute of Financial Markets and Financial In- 
termediation - L. Bocconi University 



It was about march 2000 when we first started thinking about a research 
covering the present state of the art of the Venture Capital (VC) industry in 
Europe and Italy. The industry had passed through a period of strong in- 
crease in both the number of deals and the amount of funds invested in 
high tech or newly bom firms. This scenario was somewhat different from 
the previous ten years situation. Apart from UK, Continental Europe had 
never had a strong VC industry. Most part of the financial intermediation 
was rooted in commercial banks; in an international comparison with the 
anglosaxon countries, equity capital markets - particularly those dedicated 
to small, fast-growing, high-tech firms - were small or in their beginnings 
and this fact had limited for a long time a full development of a mature VC 
industry. 

A fortunate coincidence of institutional reforms, of a new technology 
revolution (the internet wave), of the sharp decrease in the Government 
bond yields had led to strongly increased savings available for the financ- 
ing of new companies and new ideas. A large number of SME’s were fac- 
ing the opportunity of a fast access to equity capital markets, much faster 
than before. In this situation, it was quite natural to launch in Italy a re- 
search project focused on the new challenges faced by the relatively new 
industry of VC. 

What happened after march 2000 is well know and doesn’t deserve fur- 
ther comments. From our point of view, however, the correction in stock 
prices and the smashing of the Stock Exchange bubble has had a beneficial 
effect and has driven Venture Capitalists back to the fundamentals of the 
firm analysis and to more careful screening policies of funded companies. 

The book is articulated into three parts. 

The first section of the book (How Does A Venture Capital Work And 
Why Is Venture Capital Needed In Modem Economies?), is dedicated to 
the analysis of the investment process of a Venture Capital Investor/Closed 
End Fund; a thorough description of the financing stages and investment 
process and a careful study of the main determinants of the demand and of- 
fer of venture capital is conducted in chapters 1 and 2. Chapter 3 focuses 
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on the different funding policies available in the Venture Capital Industry. 
The topic of company valuation and of the correct appraisal of the price of 
an equity stake in young or high-tech firms is analyzed in chapter 4. The 
high tech bubble that boomed in march 2000 has shown how important it 
is to apply an appropriate valuation method, especially to high tech com- 
panies, usually lacking a good and reliable historical track record. As a 
matter of fact, market multiples and traditional real option models are pro- 
gressively disappearing from the scene, and a critical analysis of the alter- 
natives available to the analysts seems necessary. Chapter 5 focuses on the 
principles underpinning asset allocation, portfolio management and liquid- 
ity management in Venture Capital industry: the chapter points out the 
special features of portfolio management in Venture Capital in comparison 
with the asset allocation principles used by open-end funds investing in 
quoted (usually larger) firms. Finally, chapters 6. and 7. show exactly how 
a Venture Capital investor approaches the market in practice; the two 
chapters have been contributed by the CEO’s of Intervaluenet and Pino 
Venture Partners, whose importance in the Italian and European scene is 
shown by their strong know how and specialization in the venture capital 
industry. In particular, Pino Venture Partners, provides through its funds 
an important link between Continental Europe and foreign companies, as 
its consulting services also stretch to European entry strategies, licenses 
and authorizations to be obtained in order to start a subsidiary. Inter- 
valuanet, on the other side, shows a successful entry and positioning in the 
market place and the evolution from a simple “incubator/market intelli- 
gence provider” to an “accelerator of entrepreneurship and innovation” 
towards a “fully integrated incubator - accelerator - venture capital” busi- 
ness model, fully in line with the new market tendency to include incuba- 
tors as a possible competitor to the more traditional venture capital compa- 
nies. 

The second section of the book (Venture Capital In The Financial Sys- 
tem, Market Trends In Europe And The Relations With Banks And The 
Stock Exchange) is dedicated to the role played by venture capitalists in 
the broader context of the financial system (banking system and capital 
markets). Chapters 1 and 2 include the analysis of the special role played 
by venture capital in modem economies and the synergies between venture 
capital, bank credit and the stock exchange; particular attention is paid to 
the ongoing development of venture capital activities by traditional banks 
as a part of their corporate banking strategies. Chapter 3 highlights the cm- 
cial role played by the Stock Exchange for Venture Capital Investors: this 
part of the book, contributed by the General Manager of Italian Nuovo 
Mercato (the section of the stock exchange devoted to the quotation and 
trading of securities issued by small, young and high-tech firms) explores 
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the opportunities and risks in the quotation of private equity companies. 
Finally, chapter 4 examines the trend of the Venture Capital market, fea- 
turing an analysis of the main characteristics of the venture capital and pri- 
vate equity market particularly in Continental Europe and Italy. 

The final part of the book (Venture Capital In Italy; Regulatory And Le- 
gal Issues) is dedicated to the study of the main legal and regulatory issues 
concerning the Venture Capital business in Italy. Chapter 1 refers to the 
role of the Central Bank in the regulation and supervision activity; the 
chapter is useful in order to understand the particular point of view of Ital- 
ian Central Bank in terms of need of special regulation for the venture 
capital business. Chapter 2 analyses the constitution of a venture capital 
company in the form of Italian closed-end fund. Finally, chapter 3 high- 
lights the legal issues affecting the structuring, establishment and place- 
ment of European (and Italian) venture capital investment schemes. 

At the end of this preface, the wish of the editors is that a wide audience 
could benefit from the results of this research work; we certainly think to 
students, both undergraduate and MBA and PhD’s, but also to executives, 
professionals in the finance field in companies and intermediaries, busi- 
ness laywers and policymakers/regulators. After all, a fascinating topic like 
venture capital has something interesting to offer to very different kind of 
professions. The other wish, of course, is that any suggestion, comment or 
advice coming from the public of readers could be sent to our correspond- 
ing address in order to improve the book and its contents in the coming 
years. 

Finally, the most challenging task for two editors; how to thank eveiy- 
body that in different ways and different times helped us in completing this 
work without missing anyone? The first thank is for Newfin Bocconi (The 
Research Center for Financial Innovation of Bocconi University in Milan) 
and its managing directors. Prof. Paolo Mottura and Prof. Francesco Saita, 
whose precious support and sponsorship have been determinant for the fi- 
nal result of this research work. The second thank goes to our friend. Har- 
vard Professor Josh Lemer, whose kindness is behind the foreword of this 
volume. Thanks a lot. Josh. Third thank you goes to Daniela Ventrone for 
her precious help in reviewing the final version of the manuscript together 
with the editors. Fourth thank to Alberto Frisiero; God only knows how 
many days did he spend in working with the publisher for the final release. 
Fifth thank, but the most important, to; mother Graziella (Stefano Gatti is 
writing), for her patience and love in all these years for such a bad guy and 
Anna and Elisa - 1 love you so much (Stefano Caselli is writing now) - to 
which the book is dedicated. 



Milan, March 2003 
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Part 1 



How Does a Venture Capitalist Work 
and Why is Venture Capital Necessary in 
Modem Economies? 




1 An Introduction to the Investment in New 
Ventures 



Edmondo Tudini 



1.1 Introduction 

This chapter wishes to analyse, in qualitative terms, the characteristics of 
the demand for venture capital from the company’s viewpoint. In the first 
paragraph of this chapter a rather broad definition of venture capital activ- 
ity is given, including the financing of both newly created companies and 
the “development option” for small and medium sized companies already 
existing. In accordance with this definition, the analysis will then be di- 
rected on two different levels: one with reference to the problems of the 
venture creation process and the other concerning the phenomenon of the 
company’s development. In particular, in the first part of the chapter, 
which analises the creation of new entrepreneurial initiatives, the reasons 
why the recourse to an institutional investor would be considered possible 
and desirable have been identified. In this sense, rather than dwelling on an 
analysis of the reasons why venture capital represents the only alternative 
to the entrepreneur’s personal capital and stating the contributions in fi- 
nancing the venture creation process, it is preferable to focus the attention 
on the phenomenon of the creation of new companies and the different 
characteristics they may assume. This appears appropriate because if the 
importance of venture capital as a financial engine for the creation of new 
entrepreneurial initiatives has been adequately discussed in financial litera- 
ture, the same cannot be considered the case in identifying the environ- 
ment of its real application. Thus, in this chapter, firstly we will attempt to 
shed light on the extreme complexity and variety of the process of creating 
a new company and then identify the specific taxonomies, with reference 
to several explanations, such that it is possible and convenient for the en- 
trepreneur to refer to a venture capitalist already in the start-up phases. 
Thus, it is shown how the intervention of an institutional investor is only 
possible with reference to a limited number of cases among the large num- 
ber that may arise. 

In the second part of the chapter, which is relative to the phenomenon of 
the company’s development, an attempt is made to understand why exist- 
ing companies, with a diversified liability and capital structure, would re- 
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quire the recourse of a venture capitalist in order to finance its options for 
growth. Therefore, analysing the main approaches of modem financial 
theory, with particular reference to the financial agency theory, it is high- 
lighted how venture capital is the only financial channel capable of reduc- 
ing the significant information asymmetry connected to financing options 
of small and medium companies. Moreover, it will be shown how venture 
capital, in these cases, is the only real alternative to self-financing. 



1.2 The Venture Capital: Definition Aspects 

The activity of risk capital investment in companies by specialised opera- 
tors has age-old origins, which could be traced down, for example, to the 
merchant traders in England in the fifteenth century or, later on, to the role 
performed by the Company of Indias in developing international trade'. It 
is only since the nineteen forties however that the first true and proper ven- 
ture capital market was bom in the USA; the first investment company in 
risk capital, the American Research & Development Corp. (ARD), was in 
fact born in 1 946^. 

Afterwards, the activity of equity financing has continued to grow in 
importance and has taken on varied facets, to respond in an effective man- 
ner to the different needs of the participating companies. Today, in order to 
describe the investment in the share capital of a non-quoted company by a 
specialised operator, depending on the cases, numerous definitions could 
be used (seed financing, start-up financing, expansion financing, turn- 
around financing, bridge financing etc), while the distinction between ven- 
ture capital and private equity is used to describe the activity performed by 
the different institutional investors. However, the meaning attributed to 
these terms is not always clear; in fact, misunderstandings between experts 
are numerous. It appears, therefore, absolutely necessary to spend some 
words to avoid easy but just as dangerous confusion. 

Over the course of time the characteristics of the institutional investment 
activity in risk capital have changed, depending on the entrepreneurial sys- 
tem in place and the degree of development of the differing markets. In 
fact, a common denominator is still the acquisition of significant participa- 
tions in companies with a medium-long term perspective, with the objec- 
tive of attaining a capital gain upon the shares sale; the additional charac- 
teristics of the investor’s intervention, on the other hand, can assume 



' In relation to this some authors refer to the first venture capital experiences dur- 
ing the times of Julius Caesar’s Rome. In this sense Liaw 1999. 

^ For more detailed information see Lemer 1999. 
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varied connotations. The classical literature segments the different typolo- 
gies of investment according to the phases of the life cycle of the partici- 
pating company. The underlying logic of this segmentation is that the dif- 
ferent development phases of the company correspond to specific 
requirements and interventions by operators with specialised characteris- 
tics. Therefore seed (financing of the idea) and start up financing identify 
the so-called early stage investments, directed at financing the first phases 
in the commencement of the company. Successively, when the investment 
is meant to support the growth and implement the development programs 
of companies already existing, the terms expansion financing or develop- 
ment capital are used, while replacement capital refers to interventions 
that, without increasing the share capital of the company, aims at substitut- 
ing part of the shareholders no longer involved in the company’s activity. 
All the operations focused on changing the shareholding structure of the 
company in a substantial manner, with the frequent use of leverage as an 
instrument for acquisitions (leveraged buy out), are generally regrouped in 
the buy outs category; just as turnaround indicates investments for restruc- 
turing companies in situations of crisis and bridge financing those inter- 
ventions directed, from their realisation moment, to accompanying them to 
the Stock Exchange. 

If the above-mentioned categories are internationally recognised and 
adopted for statistical purposes^ too, the definition of Venture capital activ- 
ity is not so unanimous. Some authors believe that venture capital activity 
is the financing of the formation of new companies, thus early stage fi- 
nancing; opinion shared by the A.I.F.I. too, so that all the financial inter- 
ventions in risk capital in favour of existing companies are ascribable to 
Private Equity and not Venture Capital. 

This rather restricted vision of Venture Capital is however to be consid- 
ered antiquated. In fact, it could have been appropriate in defining the bor- 
ders of the equity financing industry in the United States in the eighties, 
when the majority of the investments related to launching new companies, 
but today the variety of interventions realised by venture capitalists is 
largely superior. Moreover, the increasing complexity of the commodity 
sector in which the companies are involved and the distinctive related 
problems (e.g. the broad Information Technology sector, where often 
newly formed companies are ready for quotation on the Stock Exchange) 
mean that, in certain cases, the companies’ development stage, and the re- 
lated financial requirements, do not lead to a classic schematization. In 



^ EVCA in elaborating their own statistics use the following aggregations: seed 
and start up, expansion - including also bridge and turnaround financing -, re- 
placement and buy out. See EVCA, 2000 Yearbook. 
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other words, the difficulty in identifying a standard categorised path for all 
the companies renders the boundaries between the various investment 
categories in risk capital even weaker. However, today more than in the 
past, the main elements for describing the Venture Capital activities are 
not the life cycle phases of the participating company or the level of risk 
undertaken by the investor, but the nature of the risk. In particular, one can 
talk of Venture Capital whenever the institutional investor takes on, other 
than risks of a financial and operative nature, true and real entrepreneurial 
ones. This happens when the investor‘s intervention depends on a change 
in the entrepreneurial formula (business model) of the company financed. 

The entrepreneurial element is certainly important in the creation of a 
new company that by definition is founded on a new entrepreneurial for- 
mula, but it is also present in all those interventions of expansion financing 
that allow already existing companies, perhaps after many years, to rede- 
fine in a substantial manner their positioning, therefore causing a period of 
strong discontinuity in their management. Therefore, the supply of “capital 
for development” is an integral part of the venture capital activity. 

Therefore, it appears evident that the Venture Capital demand comes 
from newly formed companies or from already existing small firms (Small 
Mature Firms, SMEs) focused on stamping a strong acceleration in their 
growth path. As a consequence, the Venture Capitalist’s intervention can 
take on various facets, with reference to the technical complexity of the 
operation made (generally greater in expansion financing) and the manage- 
rial contribution, in terms of Know How, required for the success of the 
investment. 



1.3 The New Companies: Why and in Which Cases 
Venture Capital May Represent a Convenient Strategic 
Opportunity 

1.3.1 New Companies and Entrepreneurship: The Principal 
Theoretical Contributions 

The theme of company creation and the new entrepreneurship has taken on 
a central role in the debate relating to the choice of economic policies 
within industrialised countries, and is today encountered with renewed in- 
terest in the context of business and organisational economic research. We 
are going to expose the principal approaches elaborated by economic lit- 
erature on the subject, in the belief that a comprehension of the critical 
processes in the origins of a new company is absolutely necessary to be 
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able to fully understand the problems that will be met in the start-up phases 
and the contribution that the venture capitalist can supply to overcome 
them. 

The idea of confronting the theme of company creation necessarily re- 
quires the handling of a combination of contributions of very differing na- 
ture. On one side, there are the industrial economy studies, that attempt to 
explain the phenomenon of company creation in aggregated terms with 
reference to particular sectors and/or geographic areas. On the other, there 
are the most recent studies that underline the processes of originating the 
individual companies. Obviously, the two currents of research are not 
completely independent, as they often tend to overlap and in any case re- 
ciprocally influence each other, therefore it is necessary to make reference 
to both. 

In relation to the first, economic literature allows us to trace four princi- 
pal hypotheses interpreting the birth of a company: 

1 . the hypothesis of the market; 

2. the hypothesis of the innovation; 

3. the hypothesis of the incubator, in its two derivations, territorial and 

company; 

4. the hypothesis of the self-employment. 

The first interpretation refers to the particularly significant contribution 
offered to the formation of new companies by the positive economic cli- 
mate, characterised by the expansion of the market and/or sector. In fact 
high returns, associated with a pro-cyclical trend, stimulate the potential 
entrepreneurs to start their own activities, and in the sectors characterised 
by the largest growth some employees may also be induced to start up on 
their own due to the improved opportunities in the market. In addition, an 
important role is also assigned to the necessity for a reorganisation of the 
production process: in fact, the response to the processes of enlargement 
and globalisation of the markets, if at times require the realisation of ac- 
quisitions and mergers, at other times fuel production decentralization op- 
erations. This leads to the development of marketing, distribution and ser- 
vice activities to the new companies, especially where there is a greater 
diffusion of smaller ones. 

The second hypothesis, formulated for the first time by Schumpeter*, 
sees in innovation the determining cause for the creation of new compa- 



'* Shumpeter 1912 identifies in particular five distinct typologies of innovation that 
can give origin to the creation of a new company: the introduction of a new prod- 
uct, the introduction of a new production method, the introduction of a new mar- 
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nies. With Schumpeter the entrepreneur’s figure, neglected in the neo- 
classic economy, assumes a central role in the process of creating a new 
company, as he is the person who decides to break the market equilibrium, 
thus benefiting, for a certain period of time, of a higher level of profit. Ac- 
cording to this model (defined as paleo-schumpeterian approach), there- 
fore, the potential entrepreneur decides to give life to a new company 
based on his own innovative capacities, breaking the flow of the economic 
system: the innovation is the origin of the extra-profit. This approach is 
distinguished from a second one, defined as neo-schumpeterian (Schum- 
peter 1942), according to which the relationship is turned upside down and 
it is the profit invested in the research and development activity that allows 
the realisation of new ideas and projects. This second approach also links 
innovation to the creation of new companies in relation to the spin-off phe- 
nomena, joint venture and commercial collaboration agreements. 

Under the hypothesis of the incubator, the accent is placed on the impact 
of environmental factors as elements assisting the process of venture crea- 
tion. Within the territorial context, this approach identifies the characteris- 
tics of a determined geographical area as the most critical factors in creat- 
ing new companies. One of the most important theoretical references is 
represented by Marshall, who defines the external economies that can be 
enjoyed by a company located in a highly industrial area as “economies of 
scale that favour all the companies of a sector and depends exclusively on 
its successive development” (Marshall 1920). The presence of widespread 
entrepreneurship, of a certain sectorial structure and a favourable socio- 
cultural fabric contribute in establishing fertile conditions in the local sys- 
tem for creating a company. Among the principal factors that favourably 
influence high rates of creation, reference can certainly be made to the 
model of industrial areas, which is particularly widespread in Italy. A sec- 
ond version of the incubator hypothesis refers to those companies that take 
on the role of nursery company for potential entrepreneurs. This approach 
finds its principal verification in the fact that those who create a new com- 
pany tend to do so in the same sector in which they were previously an 
employee. 

The hypothesis of self-employment finds its motivation in the choice of 
revenue, based on the evaluation of the conditions and opportunities of 
employment, due to the comparison between the possibility of an entrepre- 
neurial activity with uncertain revenue and the alternative as an employee 
with secure revenue (Vivarelli 1994). According to this hypothesis, the 
choice to become an entrepreneur depends thus on the comparative evalua- 



ket, the capture of a new sourcing of raw material supply and the implementation 
of an industrial reorganization. 
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tion between a salary receivable for work as an employee and the revenue 
realizable in the case of an autonomous activity. An important role is at- 
tributed to the current economic cycle of activity: in fact, in the recession 
phase of the economic cycle, the growth in the rate of unemployment 
represents the determinant that most significantly stimulates the processes 
of formation of new companies, as the necessity to find an alternative 
source of income represents a significant drive in giving life to a new ini- 
tiative^ 

Obviously the theories discussed up to this point are not reciprocally ex- 
cluded, rather each one contributes to shed some light on the process of 
creating a new company, that is a complex and varied phenomenon on 
which numerous factors have an influence and that can be analysed from 
several points of view. However, in more recent times there are increas- 
ingly numerous studies on entrepreneurship and the creation of new com- 
panies, where accent is placed on the individual company and its processes 
of origin. Their target is explaining this process in its different phases and 
predicting the outcome. Even though this researches relate to a relatively 
new field and discipline boundaries that are not yet well defined®, it is pos- 
sible to trace several common elements as reference points: the centrality 
generally attributed to the figure of the entrepreneur in the process of the 
creation of a new company; the recognised importance of environmental 
factors as sources of opportunity and elements capable of influencing the 
process of venture creation; and the awareness of the existence of a wide 
variety of conditions and processes that characterise the creation of a com- 
pany which cannot be interpreted through comparing their variation in a 
typical company or entrepreneur. In relation to this, an important contribu- 
tion is represented by enucleating the variables characterising the genetic 
process and the identification of some taxonomies capable of interpreting 
the variety of behavioural strategies of new companies. This approach de- 
fines the presence of common characteristics, several typologies of new 
entrepreneurs and companies (Vesper 1989). These taxonomies are natu- 
rally unvalid tout-court, but they make sense as they help clarify specific 
aspects in the process of creating new companies: therefore, depending on 
the objectives stated and consequentially the variables considered, there 
will be different categories. Up to now, the variables most frequently used 
refer to: the entrepreneur’s personal characteristics, the environmental fac- 



® For an empirical verification of this approach see Storey 1991. 

® For a description on the state of the art of the entrepreneurship studies see Bruyat 
and Julien 2000. 
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tors and the strategies adopted by the new companies'', i.e elements consid- 
ered by the main interpretive models as the most important determinants in 
the success of new company initiatives. 



1.3.2 The Process of Venture Creation 

The process of creation of a new company is a complex phenomenon, 
which is influenced by many factors that can be combined in very different 
manners. Notwithstanding, numerous studies attempt to provide a com- 
plete interpretation: for example, the models proposed in economic litera- 
ture aim at identifying the principal choices that must be accomplished in 
order to create a company, and therefore defining the different phases that 
distinguish the process of venture creation. Obviously these interpretative 
schemes, given the extreme variety characterising the phenomenon, do not 
pretend to indicate an ideal development path to be taken in each situation. 
Rather, they provide a key to interpreting the process of creation of a new 
company, that is by nature a unique event with its own distinctive charac- 
teristics. 

The formation of a new company starts at the entrepreneurial idea, 
which is in turn affected by the abilities of the potential entrepreneur and 
the context in which the economic initiative is developed. In detail, four 
phases can be underlined in the process of venture creation: 

1 . the definition of the idea; 

2. the development of the entrepreneurial idea; 

3 . the raising of the resources; 

4. the commencement of the activity. 

The birth of the entrepreneurial idea always derives from the identifica- 
tion of a potential opportunity exploitable for economic purposes, as it can 
be said that this is the first manifestation of the idea itself. Different factors 
may forster the identification of this opportunity, such as: 

• the data relative to the demand may suggest a deficiency in the offer of a 
particular product or service; 



’ Gartner, in a recent work mentioned 85 explicative variables referring to four 
different thematic areas: 1) Individual Characteristics; 2) Entrepreneurial Behav- 
iours; 3) Strategy; and 4) Environment. (Gartner et al. 2000). 
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• the presence of a unique combination of price/quality in a particular sec- 
tor can reveal the existence of a broad area for the pursuit of differenti- 
ated strategies; 

• the consumers’ request to a company that has developed a product or 
service to respond to particular needs can reveal the ability of that prod- 
uct/service to satisfy needs other than those it was initially designed for. 

Once the opportunity is identified it is necessary to decide how it will be 
exploited, thus relating to the definition, even with a considerable ap- 
proximation, of the market it is going to address and the main competitive 
advantage for the success of the new initiative. 

The second phase of the process of venture creation is more complex 
and generally requires a considerable commitment of resources from the 
neo-entrepreneur. In fact, the technical, operating and economic feasibility 
of the entrepreneurial idea must be verified. This involves the necessity of 
performing a series of activities such as: 

• market research; 

• for industrial companies, the realisation of a prototype; 

• the identification of possible contractors and suppliers; 

• the forecast, even if only approximate, of the financial needs connected 
to realising the project, and the investment’s pay-back period; 

• the identification of the sources of financing attainable. 

Therefore, these are the passages from the first idea to performing a real 
and proper project, that may in some cases take on the form of a document 
describing all of the characteristics of the initiative to be launched. Clearly, 
in this phase, due to the increasing knowledge on the business and the 
awareness of the difficulties that can be met, there is a continuous learning 
process that leads the entrepreneur to redefine several times different as- 
pects of the project as a function of the restraints, demands and responses 
coming from the operating environment. 

The next step to be undertaken is provisioning the necessary resources 
in order to start the activity. In particular, the constitution of a company 
requires: 

• human resources; 

• financial resources; 

• logistical resources; 
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• administrative resources. 

The human resources are identified by the combination of those contrac- 
tors that the company must be equipped with: employees, consultants, 
relevant professionals and in some cases shareholders. The involvement of 
other parties as shareholders can be necessary from a managerial and fi- 
nancial point of view, however it is fundamental that they share the same 
system of values and especially business vision. The ability to be equipped 
with a capable team that works well together is fundamental for the suc- 
cess of the entrepreneurial initiative. 

The provision of financial resources is also an unavoidable factor for the 
creation of a new company. Normally in this phase, given the high risk of 
the investment, it is difficult to obtain the financial resources under the 
form of debt capital: therefore, the financing is provided by the personal 
means of the entrepreneur and in some cases through the intervention of a 
venture capitalist. Here, the convenience for the recourse to outside finance 
depends on many factors such as: the chosen sector of activity, the degree 
of innovation in the strategies pursued and obviously the amount of finan- 
cial needs of the newly created company. In many cases however, not hav- 
ing considerable financial resources available rather than being a constraint 
can reveal itself as an opportunity for the company that is obliged to under- 
take innovative steps in order to reduce its needs to a minimum (Bhide 
1999). 

The logistical resources are represented by the necessary infrastructures. 
In particular, reference is made to the physical locations where the activity 
is carried out (warehouses in the case of industrial companies, offices for 
service and floor space for trading ones, etc.) and the different machinery 
and equipment in order to realise the production. 

Finally, the administrative resources relate to the different authoriza- 
tions that must be obtained from the relevant authorities before the com- 
mencement of the activity. 

The provision of these resources is a crucial moment in the creation of a 
new company. As a matter of fact, during this phase there often arises un- 
foreseen difficulties whose overcoming requires large commitment and 
considerable abilities by the entrepreneur. It is not by chance that the in- 
ability or impossibility to recover the necessary resources resulted in the 
failure of numerous entrepreneurial projects. 

The last step to be undertaken consists of the commencement of the ac- 
tivity and in the the product/service marketing. This relates to verifying the 
quality of the offer and testing the market response. In this phase an itera- 
tive process begins, disciplined by a feedback mechanism that allows the 
entrepreneur to learn from the clientele’s responses. Often this process re- 
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suits in redefining substantially the characteristics of the offer, in a con- 
tinuous adaptation to the market requirements. However, in some cases 
several attempts are necessary before the process of adjustment leads to the 
hoped-for results and thus a long period of time elapses before the start-up 
process can be really considered as concluded. 

1.3.3 The Financing of the Venture Creation Process 

The creation of a new company obviously involves the emerging of finan- 
cial needs that can be achieved by referring to different sources. In eco- 
nomic literature, the approach that links the financial needs to the model of 
the company’s life cycle is very widespread. However, the explicatory 
abilities of these models are limited, particularly with reference to those 
companies operating in emerging sectors, whose development process may 
involve peculiar trajectories, which are difficult to interpret with traditional 
analysis schemes. 

It appears, therefore, necessary to develop new approaches that are able 
to explain the behaviour of these business realities. In this sense, a scheme 
can help understanding the variables that most influence the financial 
models in the process of venture creation. In particular, it is possible to 
identify, adopting a taxonomical approach - the cases when the launch of a 
new entrepreneurial initiative requires the involvement of institutional in- 
vestors; i.e., when it is convenient for the entrepreneur to seek outside fi- 
nance early in the development phase of the entrepreneurial project (seed 
financing) and start-up (start-up financing). 

Evidently, at least in theory, all those wishing to commence a new activ- 
ity are potentially interested in obtaining financial resources from third 
parties. However, the start-up of a new company is a very risky activity 
and as such little desirable to the suppliers of debt capital that, due to in- 
formation asymmetry, would find themselves particularly exposed to phe- 
nomena of opportunistic behaviour and adverse selection*. Therefore, the 
start-up typically must be financed through risk capital that can be supplied 
by institutional investors. In this case as well the information asymmetry is 
important, but the problems that derive from it are inferior as the entrepre- 
neur and the venture capitalist, finding themselves on the same level, pro- 



* The relationship between investment choices and financing choices are shown in 
the second part of this chapter, m which there is also a brief review of the princi- 
pal theories that consent an interpretation. In this manner also the agency financ- 
ing theory is taken into consideration, which sheds light on the capacity to inter- 
pret effectively the relationship borrower lender. See paragraph 1.4.1 of this 
chapter. 
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pose the same objective (Reid 1998). Therefore, in understanding when a 
real demand for venture capital can arise it is indispensable to make refer- 
ence to the investment logic of the venture capitalist, as in fact in order to 
describe the demand of a particular service it is first of all necessary to ex- 
plain the characteristics of that service. 

The venture capitalist finances, in general through the acquisition of 
participations, new entrepreneurial initiatives and small non-quoted com- 
panies, with the objective of sustaining growth in order to realise an ade- 
quate gain when exiting from the participation. The investments realised 
by these intermediaries are thus distinguished by several distinctive char- 
acteristics in terms of returns expected, time horizon and minimum in- 
vestment size. 

The expected returns are normally very high, and in fact only the pros- 
pect of attractive gains can justify the support of a considerable risk such 
as that associated with, for example, the financing of a start-up. With ref- 
erence to the time horizon, this is generally comprised between 4 and 7 
years; however the venture capitalists, although qualified as investors in 
the medium-long term, are not permanent partners of the company fi- 
nanced, and the possibility to exit easily from the participation acquired is 
a fundamental element. Finally, in relation to the minimum size of the in- 
vestments realised, it appears appropriate to recall that the selection of the 
projects to invest in and the successive assistance and monitoring activity 
of the company financed require the commitment of significant resources, 
that can only be justified for investments of a certain amount. There exists, 
therefore, an equity gap, that is a minimum threshold under which it is not 
convenient for the investor to finance the company. In this sense, it may be 
useful to make reference to the average size of investments in start-ups 
during the course of 2000 in Italy by institutional investors: that is equal to 
Euro 1,5 million (A.I.F.I. 2001), and thus it is reasonable to consider im- 
probable the involvement of a venture capitalist for investments inferior to 
Euro 0,5 million. 

Given the characteristics of the capital offered by venture capitalists, as 
outlined above, it is important to understand in which cases it is possible 
and convenient for the entrepreneur to seek this source of financing al- 
ready in the venture creation phases. Here, the most significant variables 
are: the sector in which it is intended to launch the new initiative, the strat- 
egy followed and the preparation level of the potential entrepreneur. 

The typology of activity and the strategy followed influences in a de- 
termining manner the financial needs of the new company and its potential 
growth, while the level of preparation of the potential entrepreneur plays a 
fundamental role in the ability of the project to attract external financing 
(Fig. 1.1). 
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Fig. 1.1. The possible recourse to venture capital 
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Generally speaking, in all of those cases where the launch of a new ini- 
tiative occurs in traditional sectors, with an imitative strategy and by par- 
ties without any particular reputation, the financial needs must be, natu- 
rally, covered through the entrepreneur’s personal resources and the art of 
bootstrapping financing®. In this sense, it is interesting to underline that the 
scarcity of financial resources can represent an opportunity, rather than a 
restraint, as it is the source of innovative behavioural strategies. 

Therefore, it is not imaginable to have an involvement of institutional 
investors already in the phase of venture creation, because of objective 
limits, such as extremely large financial requirements, or when the in- 
volvement of a venture capitalist would not result in any real advantage for 
the success of the initiative. In fact, the added value that the institutional 
investor could supply, in terms of knowledge of the competitive dynamics 
within the (very traditional) context of the initiative and managerial ability 
relating to the phenomenon of rapid growth, would be veiy limited. 
Rather, the intervention of an external financier in these cases would have 
the single effect of complicating the management of the new company, 
undermining in some measure the flexibility essential in the commence- 
ment phase. In addition there could arise problems of agency with further 
detrimental effects on the successful outcome of the start up. 

Therefore, the demand of venture capital, and more precisely seed and 
start-up financing, mainly relates to promising initiatives by parties 
equipped with technical-specialisation knowledge in innovative sectors of 
activity and significant growth potential, typically: biotechnology, tele- 



® Financial bootstrapping refers to the use of methods for meeting the need for re- 
sources without relying on long- term external finance Ifom debt holders and/or 
new owners. It is a general phenomenon, appearing in different contexts, such as 
R&D activities in large businesses, financings start-ups, etc. Winborg and Land- 
strom 2000. 
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communications, information technology etc. . In fact, in these cases, in 
the commencement phases of the company it may be already necessary to 
make large investments, and in addition the personal standing of the initia- 
tive promoters represents a guarantee for potential external financiers. The 
possible intervention of a venture capitalist may also be of significant help 
for the success of the initiative, as often the entrepreneurs involved do not 
have the managerial expertise; therefore the venture capitalist can assume 
the role of permanent consultant of the new company, with both reference 
to strategic aspects and purely operative problems. 

At this point, it is necessary to make a further distinction between those 
cases where involvement is possible and convenient already in the defini- 
tion phase of the entrepreneurial project (seed financing) and those cases 
where, instead, this is only considered necessary in the later phases of the 
process of venture creation (raising the resources and launching the activ- 
ity, i.e. start up financing). 

The development of the business idea requires mainly investments of an 
immaterial nature, typically based on activities of research and develop- 
ment, analysis of the market, identification of potential collaborators and 
employees etc. Therefore, the financial requirements related to carrying 
out these activities are not high, while the risk of failure of the initiative is 
very significant, and as a consequence the birth of the company highly un- 
certain. In general, although in the presence of high growth potential, it is 
difficult to have an involvement of the venture capitalist already in this 
phase. The financial needs are obtained by drawing on the personal re- 
sources of the initiative promoter and any financing obtained from state 
agencies operating as incubators. 

An exception is represented by the medical-pharmaceutical and more 
specifically biotechnology sector: as a matter of fact, on the one hand, the 
investment in research and development can be very onerous, on the other 
the positive outcome of the research realised may result in enormous prof- 
its. Therefore, it may be convenient for both the potential entrepreneur and 
institutional investor to start the collaboration early in the seed phase. 

The recourse to venture capital in financing new entrepreneurial initia- 
tives assumes greater significance in the start-up phases than in that of the 
development of the entrepreneurial project, which for its characteristics is 
better financed by incubators. 
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1.4 The Capital Requirements for Developing Small and 
Medium Sized Companies: Venture Capital as a Possible 
Solution 

1.4.1 The Companies’ Choice of Financing: The Principal 
Theoretical Approaches 

Venture capital is not a phenomenon confined to financing newly created 
entrepreneurial initiatives, but it also relates to financing the expansion 
projects of those SMEs who wish to impose a strong acceleration in their 
own development course, resulting in strong discontinuity in its revenue 
streams. Reference is made to the realisation of those projects that can rep- 
resent a turning point in the life of a company and that can mark in a deci- 
sive manner future developments. In particular, these investments relate to: 
entering new markets, the internationalisation of the company, its diversi- 
fication, integration processes, the re-conversion of mature businesses into 
more profitable activities etc. Rather than dwell on the characteristics of 
each of these typologies of investment, what should be noted here is the 
entrepreneurial risk: in fact, the capacity to reimburse and adequately re- 
munerate the financiers mainly depends on the successful outcome of the 
investments realised and not on the cash flows from the company’s Assets 
in place. Unfortunately the companies, especially those of small size, find 
great difficulty in recovering capital that is prepared to support this type of 
risk: in this sense it is possible to talk of a real and proper rationing which 
often compels them to give up profitable investment opportunities. The 
development of venture capital can represent, therefore, a significant op- 
portunity, as the capital offered has all the characteristics that make it suit- 
able to finance growth. 

This reasoning presupposes the existence of a link between nature of in- 
vestments and ways to finance them, in contrast with the classical theory 
of financing that is founded on the separation between investment and fi- 
nancing choices. A brief review of the principal theoretical contributions 
that have marked the passage from the classical financing theory to the 
modem one is appropriate, in order to understand the characteristics dis- 
tinguishing development capital, the difficulties met by the companies in 
its sourcing through traditional channels, and the contribution that can be 
supplied by the venture capital industry. 

The classical financing theory is based on three strong hypotheses: 

1 . the efficiency of the market; 




18 Edmondo Tudini 



2. the homogeneous distribution of information between lenders and bor- 
rowers of funds; 

3 . the separation between investment and financing choice choices (so- 
called Fisher theory). 

The theory explains how, in a world characterised by stagnation, i.e. in 
the absence of company development, the financial choices must be inter- 
preted on the basis of a trade off between the advantages connected to the 
utilisation of indebtedness - connected to the tax shelter generated by the 
fiscal deductibility of the financial charges - and the disadvantages related 
to debt, due to the costs of failure. There is, therefore, a point of optimum 
level of indebtedness of a company, where the marginal advantage con- 
nected to the tax shelter is equal to the marginal disadvantage of the costs 
of failure, where the company’s value is maximum. As a consequence, the 
financing choices are dependent on reaching an optimum financial struc- 
ture and are not influenced by the nature of the investments realised by the 
company. This separation between the investment decisions and the fi- 
nancing ones is founded on two hypotheses: first, the convenience of the 
investment opportunities can be unequivocally established by comparing 
the rate of profitability on the investments and the cost of company capital; 
second, it is possible for the companies to receive unlimited quantities of 
capital at market prices. Obviously this is not so, as the largest part of 
transfers of capital are characterised by a combination of requests, where 
the remuneration test is only one. Other important characteristics refer to 
the timing distribution of cash flow payments/reimbursements and their 
matching with the incoming cash flows of the company. 

According to the classical financing theory, existing differences be- 
tween the typologies of financial means mobilised by the companies, for 
example between self-financing and fundraising through an increase in 
share capital, or between debt raised respectively from shareholders, finan- 
cial intermediaries, or directly on the market, are not considered. 

In the successive theories, thanks to the removal of several strong hy- 
potheses the financing choices have an important role. There would no 
longer be solely own capital and debt capital in the financial structure of 
companies, but a variety of financing forms, each characterised by particu- 
lar obligations connecting the lender to the borrower. 

The first hypothesis to be removed is that relative to the homogeneous 
distribution of information, thanks to the contribution supplied by the 
agency financing theory, that is founded on the asymmetrical distribution 
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of information'®, e.i. the existence of hidden information and/or hidden ac- 
tion. The first can result in the phenomenon of adverse selection", while 
the second can of moral hazard'^. 

In an asymmetric information approach, a characteristic element is the 
ability to interpret the relationships between the different subjects who will 
finance the company. Therefore, a distinction between inside finance and 
outside finance'^ and, in relation to this latter, between bank finance and 



’® The first systematic formulation of this theory was proposed by Jensen and 
Meckling 1976. 

" The adverse selection is a phenomenon that explains a financial market failure, 
in particular the failure of price, that is of the interest rate, in explaining the rela- 
tionship existing between borrower and lender. If the borrower has an information 
advantage, that is to know something about the company that the lender does not 
know, there is the possibility that this information will be used to the detriment of 
the lender, despite the fact that he wished to defend himself from that risk. In fact 
if the lender in defending himself, wished for example to increase the rate of inter- 
est on the financing, he would achieve only the effect of drawing himself to, or 
better to be drawn by, parties who find the implicit premium in the interest rate re- 
quested by the lender still low compared to the effective risk of his company. In 
short, for all that the lender can “think bad”, there will always be a category of ap- 
plicants for funds with information advantages and characterised by a risk worse 
than that imagined by the lender. For this reason the high level of interest rates 
cannot protect the lender from this risk. As the high interest rates draw higher risk 
parties one talks of adverse selection. This phenomenon explains why the financial 
markets are not able to construct contracts relative to any typology of risk in a 
world of asymmetric information distribution, such as the real world. 

The phenomenon of moral hazard is related to the liberty given to the borrower 
to utilise the funds raised from the lender. It is clear that any party could raise 
funds to realise investment projects, for example, veiy risky if the lender did not 
defend himself from this behaviour. Even a company in a stable sector and charac- 
terised by low risks could in virtue of this situation raise funds and successively 
decide to enter in very risky sectors or businesses. This circumstance, that is de- 
fined by opportunistic behaviour, is depicted in a situation where the lender at- 
tempts to defend himself introducing restraints in the behaviour of the borrower. 
When it is not possible to oblige the borrower to certain behaviour, the lender does 
not have any other choice but to defend himself from opportunistic behaviour by 
requiring guarantees. Thus if the phenomenon of the adverse selection explains the 
rationing of the credit, the phenomenon of moral hazard explains the reason for 
the request of guarantees from the borrower. 

The distinction between inside finance and outside finance arises from the con- 
viction that the companies prefer to finance their own investment opportunities 
through internal financial resources available rather than through the different 
types of external sources. Beneath this hypothesis, is that, the self-finance is the 
normal form of financing investments, and the recourse by the companies to out- 
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market finance''*, is fundamental, as each financing channel is burdened in 
different measures by agency costs, i.e. the premium requested from the 
financiers to be at least partially compensated for risks that they are subject 
to in virtue of the distribution asymmetry of information. The distinctive 
element between financing forms is no longer founded on the financial in- 
struments or on legal characteristics, but rather on the lender’s possibility 
to have access to information and on his commitment to the borrower 
(Hellwig 1991). 

In this sense, the successive developments of the agency theory and 
more precisely the signaling hypothesis (Ross 1977) and pecking order 
theory (Myers and Miluf 1984), have permitted the definition of a hierar- 
chical order in the recourse to the different forms of financing in relation to 
agency costs. Obviously, the least costly form of financing is represented 
by self-financing: as there are no external lenders, the agency costs are 
zero. Then, in hierarchic order, we meet the funds raised from the interme- 
diaries, due to the ability of these institutions to reduce the problems re- 
lated to information asymmetry through screening and monitoring activi- 
ties. Lastly, the company can turn to the emission of new shares on the 
market, but in this case the agency costs are very high as the subscribers 
do not have effective mechanisms to monitor the parties they have fi- 
nanced, and therefore require a premium for the high risk. 

The modem theory is based on the removal of another hypothesis of the 
classical theory: the separation between the investment and supply deci- 
sions. This highlights a further distinction between different financing 



side finance is motivated by specific circumstances. The hypothesis was refined 
gradually into the pecking order theory developed by Myers and Miluf, based on 
the same hypothesis of preferences for internal financing and in the signalling hy- 
pothesis, which provides further substance for the preference of the companies for 
inside finance, demonstrating that the recourse to external resources is accompa- 
nied by the considerable fall in the capitalisation value of the company. (Ross 
1977; Meyers and Miluf 1984). 

The distinction between bank finance and market finance arises from the re- 
moval of the hypothesis of homogeneous distribution of information, which fol- 
lows inevitably in the risk that the receiver of the funds would follow opportunus- 
tic behaviour in the realisation of the investment decisions, due to the exploitation 
of information and personal interests unknown to the lender. In this situation the 
role of the intermediaries is justified in that they are capable of reducing the costs 
of agency and monitoring compared to the market, through the achievement of 
economies of scale in the obtaining and elaboration of the information on the 
merit of the credit from the applicants for funds (pre- monitoring) and through the 
performance of successive control activity on the financing commited (pots- moni- 
toring and commitment logic). 
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forms, connected to the covered or uncovered nature of the capital‘s in re- 
lation to the future cash flows generated from existing asset structures. 
Therefore, it is necessary to distinguish, in the capital available to the 
company, the quota destined to financing future earnings opportunities 
from the ones destined to the present ability to produce earnings. The main 
characteristic of first type of capital (so-called uncovered capital) is that its 
remuneration and its reimbursement depend on the realisation and the suc- 
cess on these future opportunities. Here, it becomes important to distin- 
guish between the self-financing quota already committed to the renewal 
of assets (so-called repeat effect of the investments) or to the current re- 
muneration of the shareholders, and the free one. This perspective permits 
to understand how the distinction between renewal investment and devel- 
opment investment is key in order to distinguish the forms of financing ca- 
pable of freeing the company’s choices compared to the requirements of its 
current functioning, taking into account that only the capital in excess 
compared to the requirements of renewal financing can be used to devel- 
opment investment. This is a further enrichment prospective compared to 
the vision founded on the distinction between inside and outside finance, 
that allows to distinguish in the context of outside finance between the fi- 
nancing of the assets in place and the financing of development invest- 
ments. 

1.4.2 The Development Capital and Venture Capital 

Development capital allows the company to use it in order to identify and 
realise risky opportunities of wealth creation. It therefore finances the 
company’s development options, enlarging all the profitable investment 
opportunities and/or the possibility to regenerate profitable investment op- 
portunities that have reached the end of their economic life. 

Another significant characteristic relates to the fact that this financing 
represents the unique development potential within the resources available 
to the company, it is not contended and has a so-called corporate nature. 
The non-contentious nature is the exclusive character pertaining to these 
opportunities by the companies promoting them: it is the condition neces- 



The introduction of the idea of covered capital in financing theory is attributable 
to Myers 1984, who was the first to separate the total amount of the capital of the 
company in quota supported by growth opportunities and quota supported by the 
assets in place on the basis of the presupposition that the financiers tend to evalu- 
ate the companies globally and that this evaluation reflects an expectation relating 
to future investments. One can therefore identify in every company which part of 
the capital is supported by future investment and uncertain risky realization. 
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sary in order to guarantee the effective increase in the average profitability 
of the share capital. On the contrary, the opportunity of achieving instant 
profit in a competitive background, by the very fact that it is contended, is 
destined to have a short life span and scarce impact on the average profit- 
ability of the share capital. The corporate nature, on the other hand, high- 
lights the fact that the development option always consists of an industrial 
project and cannot be identified only by the original investments (tangible 
and/or non-tangible, visible and non-visible)'^ 

The risk that afflicts the development investments is, therefore, an in- 
dustrial project risk, that may originate from incorrect valuations, or un- 
foreseen difficulties which, striking the company at a delicate moment of 
transformation, can undermine the success of the project, suffocating it be- 
fore it is bom. 

Development capital relates to capital with a slow turn around, as it fi- 
nances the capacity to produce income. Moreover, it presents little possi- 
bility of asset-backing, realizable in only small percentages, as it does not 
finance assets in place, nor their enlargement”, but the formation of new 
initiatives, or significant enlargement compared to the pre-existing organi- 
sation. For this reason the transfer of capital involving development capital 
is normally uncovered and can rarely be guaranteed, and the capital is 
characterised by a very high financial risk profile. This occurs as the de- 
velopment capital is normally configured as high multiples of the com- 
pany’s covered capital: it is in fact characteristic of the development pro- 
ject to induce a leap in the quantative and qualitative earnings power of the 
company. The main problem is that it generates financial requirements 
which self-financing can cover only in small measures; for this reason, the 
total means available plus those raised ad hoc by the entrepreneur as own 



The economic theory has identified a particular typology of investment in those 
actions of company policy that, although constituted by actual earning sacrifices in 
order to achieve greater earnings in the future, they are not recorded in the finan- 
cial statements as investments and therefore risk not to be seen by the sharehold- 
ers, creditors and stakeholders in general. This typically relates to reduction of 
revenues caused by the realisation of an aggressive pricing strategy, with the ob- 
jective of increasing market share; costs for the improvement of product/processes 
not capitalised. The original contribution that introduced the distinction between 
visible investments and non-visible investments in company accounting is attrib- 
uted to Stein 1989. 

” In this there is the difference between development capital and the forms of fi- 
nancing dedicated, typically project financing, which on the contrary are based on 
the possibility to detach from the company environment the earning capacity of 
specific investment projects and create new financial structures supported by cov- 
ered capital. 
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capital result in any case very modest when compared to the total invest- 
ment. 

The development options are characterised to supply low possibility of 
asset backing and to be information intensive, as they are dependent of the 
success of specific entrepreneurial capacities: therefore, this kind of fi- 
nancing is particularly sensitive to the financial tightness conditions of 
companies. 

The point is, that given their characteristics, development capital does 
not lend itself to be raised through traditional financial channels (credit in- 
termediaries, stock markets). In fact, being uncovered capital by nature the 
one that finances industrial projects and on which weights an entrepreneu- 
rial risk, its sourcing from third party lenders results in the emergence of 
important agency problems that in many cases can result in the failure of 
the financial system. In particular, the risks the suppliers of development 
capital are exposed to are twofold: the risk of transfer of wealth in favour 
of receivers of funds causes information advantages for the latter; and the 
risk of the “roll of the dice”, that is the transfer of risks to the lenders that 
are not remunerated for their engagement. In other words, the supplier of 
development capital must confront two problems: the difficulty, caused by 
the presence of information disadvantages, to an adequate prior evaluation 
of the risk they are requested to finance; the possibility that retrospectively 
the projects effectively realised by the company financed result in being 
riskier than those initially programmed. The raising of development capital 
by companies from third party lenders is subordinated, thus, to the circum- 
stance, that these parties are capable of adequately managing these agency 
problems minimising its cost. 

Unfortunately, neither the traditional credit intermediaries nor the capi- 
tal markets are capable of reaching this result. With reference to the credit 
institutions, the first problem is that often these intermediaries do not have 
the resources and expertise necessary to adequately evaluate the develop- 
ment projects of the SME and, therefore, in order to avoid the phenomenon 
of adverse selection, opt for capital rationing. The second problem con- 
cerns the fact that, even where a credit institute decides to finance the 
SME’s development options, in any case the financing through debt capital 
only would be inadequate. In fact, this solution particularly exposes the 
lender to the phenomenon of the roll of the dice, as the shareholders, fac- 
ing up only the favourable part of the risk, are stimulated to realise invest- 
ments that increase the volatility of the cash flows generated by the com- 
pany. This behaviour, therefore, has the effect of reducing the value of the 
credit for the lenders to the company. The problem can be resolved only in 
the presence of perfect systems of control on the shareholders’ operations. 
Therefore, the monitoring activity exercisable by the credit intermediaries 
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does not appear so effective, and the only way in which they have to de- 
fend themselves from the risk of the roll of the dice is that of requesting 
adequate guarantees, i.e. to transform the uncovered capital requested by 
the company into covered capital. Therefore, it is not possible to raise de- 
velopment capital through this financing channel. 

Sourcing of development capital for SMEs through recourse to the mar- 
ket also appears to be very difficult, as other problems related to the com- 
pany’s size must be added to the already mentioned agency ones. In par- 
ticular, reference is made to the fact that the quotation on a regulatory 
market has such a high cost as to render very often this way impossible for 
a SME. In addition, the problems deriving from information asymmetry 
remain, even if with different characteristics. In fact if, on the one hand, it 
is possible to have a partial realignment of the interests between share- 
holders of the company and third party lenders that can be identified as 
subscribers to company’s new shares, on the other hand it is evident that 
the power of control of the investors on the company’s commanding group 
is very limited. In other words, the market, as a mechanism for governing 
the relationships between lender and borrower, is not able to reduce the in- 
formation asymmetry that typically weights on such relationship, often 
with reference to small companies, where evidently the financial commu- 
nity do not concentrate their interest. Therefore, the market is not the 
channel in which the small companies can finance their first and decisive 
development, but rather the place where the growth already achieved can 
be confirmed. 

At this point it appears evident that the only intermediaries capable of 
satisfying the requirements of the small companies for development capital 
are the venture capitalists. In fact, they are the only ones who succeed in 
managing the relationship with the company in a way to reduce the agency 
costs to a minimum. The venture capitalists, acquiring a participation in 
the company financed, find themselves in the condition to meet both the 
favourable part and the unfavourable part of the risk weighting on the 
promised initiative. This means that they find it appropriate to be equipped 
with a structure, in terms of resources and expertise, that allows them to 
adequately evaluate the risk-return profile of the companies’ development 
options and thus to reduce in a significant measure, compared to other ty- 
pology of financiers, the risk of transferring the wealth in favour of the re- 
ceivers of the funds. In addition, due to the participation acquired, they 
own control instruments on the company financed capable of minimising 
the risk of opportunistic behaviour by the old shareholders, both in terms 
of consumption of perks and in terms of roll of the dice with reference to 
that part of development capital supplied under the form of debt capital. 
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In conclusion, venture capitalists succeed in better governing the rela- 
tionships with the companies financed'*. In particular, these intermediaries 
provide the financing of the development options of the company, not in 
one unique occasion but through several successive transfers. In this man- 
ner, they maintain the possibility to abandon the company in case the prof- 
itability prospective should not prove satisfactory. This is fundamental as it 
means that the entrepreneur has an incentive to behave prudently in the use 
of its resources. Secondly, the venture capitalists impose on the companies 
financed the adoption of management remuneration schemes, in which the 
variable part, subordinated to reaching specific objectives, is absolutely 
dominant. In this case as well, the effect obtained is that of giving the 
company’s managers necessary incentives in order to avoid opportunistic 
behaviour. Finally, the venture capitalists actively participate in managing 
the company financed, as often one of their representatives sits on the 
company’s board of directors. This consents these intermediaries to man- 
age a very effective monitoring system capable of timely anticipating 
and/or signalling the emergence of possible problems. 

It therefore appears evident how the companies’ only alternative to self- 
financing its development phase is represented by the venture capital in- 
dustry, and how it is in these terms that the demand from small companies 
should be interpreted in dealing with venture capitalists: the small compa- 
nies are interested in institutional investors entering their capital as this is 
often the only via through which they can seize development opportunities. 

The reasons for the demand of venture capital by small companies are, 
thus, of a purely financial nature. In this sense, it is interesting to underline 
that here the management contribution of the investor, much more than be- 
ing simply appreciated, is supported by the entrepreneurial group that sees 
it as a price to pay in order to permit the company’s development. 



'* For a more detailed analysis of the models through which venture capital com- 
panies succeed in managing agency problems from the relationship that ties them 
to the company financed see the fundamental paper of Sahlman 1990. 
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2.1 The Characteristics of the Managerial Process of the 
Venture Capitalist 

The creation of an entrepreneurial project takes place through several 
phases of development, from birth to maturity, characterised by a series of 
business problems that from time to time may relate to various aspects of 
its entire structure. The venture capitalist proves to be, much more than the 
most immediate vision of simple supplier of risk capital, a financial inter- 
mediary capable of supporting and strengthen the growth of a company 
and assisting it "with strategic planning, management recruiting, opera- 
tions planning or introductions to potential customers and suppliers" 
(Gorman and Sahlman 1989). It is, therefore, of fundamental importance 
from the commencement and take-off phases that the entrepreneur, often 
gifted with great creative and innovative potential, is supported by this 
type of consultant, capable of supplying solutions to possible qualitative 
problems, by the choice of optimal managerial resources for the require- 
ments of the organisation. One can thus understand how the venture capi- 
talist invests in an initiative still in the embryonic stage, or an idea or re- 
search programme that must be completely or a large part of it still 
developed. From here one understands the importance and problematic na- 
ture of the analysis that we wish to make. 

The characteristics of the managerial process of venture capitalists 
represents one of the key aspects for the comprehension of the activity of 
investment in risk capital. In the first part of the chapter we will deal with 
the institutional activity of the venture capitalists, the intervention phases, 
the key role of assistance to the managerial entrepreneur, the methodology 
and the process of selection, of investment and of exiting. The underlying 
aspects to the investment process in risk capital can be associated with the 
considerations, still valid today, made by George Doriot in 1940:”always 
consider investing in a grade A man with a grade B idea. Never invest in a 
grade B man with a grade A idea” (Bygrave and Timmons 1992). 

The second part reflects on the problems relating to agency between 
venture capital and entrepreneur, on the setting up phases and on the over- 
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all structure of a venture capital initiative. In addition we examine the 
critical factors that have historically influenced the development, the for- 
mation and the success of institutional investment activity in risk capital in 
Italy. Finally, we focus on the principal aspect of the managerial process, 
namely on the importance of the managerial resources in the development 
of the business. 

2.1.1 The Activity of Institutional Investment in Risk Capital 

In the classical meaning for venture capital it is commonly intended the 
activity of investment in risk capital of emerging entrepreneurial initia- 
tives, of small sizes, at the commencement of their development or the 
creation of new companies. The parties (specialised companies, closed-end 
funds, regional development financiers, professional persons, industrialists 
etc., diversified for the modus operandi) invest significant financial and 
managerial resources in innovative projects that show high potential, often 
with minority interests and in order to make capital gains. These investors 
supply capital for initiatives differentiated by risk, diversifying the re- 
sources on a sufficiently high number of initiatives («portfolio approach ») 
that allows them to balance the successful cases with those not having the 
hoped for developments. In order to realise the expected capital gain, the 
venture capitalist after a period of time, usually 3-5 years, proceeds to the 
exit. 

It is therefore appropriate to underline that the venture capitalist: 

- intervenes with established time limits; 

- acquires only minority interests, due to the entrepreneurial risk and to 
the difficulty in selling the controlling interests; 

- places particular emphasis on returns (capital gain/goodwill) as the par- 
ticipation in risk capital is only partially remunerated during the period 
of ownership, through the receipt of dividends or compensation for the 
consulting activity performed; 

- they may supply some services contrary to the closed-end funds that 
cannot perform these services, due to the exclusion clause in their stat- 
utes. 
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2.1.2 The Intervention Phases in Risk Capital 

The intervention in risk capital, relating to the various stages in the devel- 
opment of a company (origination - implementation - exit closing) each 
characterised by diverse sizes, prospective and requirements, realizes the 
necessity of an institutional intervention different depending on the case 
and especially in relation to the possible combination of the two key as- 
pects of this activity: the capital and the know how. 

The most classic and widespread segmentation of the risk capital mar- 
ket, whose categories, though with minimum geographic adaptation, are 
internationally adopted by the operators, by the associations and by the re- 
search centres, even for statistical purposes (Dessy and Vender 2001), 
classify the types of investment, substantially, according to the different 
phases of the life cycle of the target company. 

The possible types of venture capital intervention are normally classi- 
fied and characterised by the participation in the initial stage (Early-stage 
financing) that is sub-divided in: 

- seed financing (experimentation phase). The investor in risk capital in- 
tervenes already in the experimentation phase, when the technical valid- 
ity of the product/service still has to be demonstrated. The investor in- 
tervenes with modest financial contributions in the initial development 
phases of a project and in the preparation of the relative commercial fea- 
sibility plan. The risks are very high; 

- start-up financing (commencement of activity phase). In this stage the 
production activity is financed, but the commercial validity of the prod- 
uct/service is not yet known. The financial contributions and risks are 
high; 

- first-stage financing (first development phase). In this stage the com- 
mencement of the production activity has already been completed but 
the commercial validity of the product/service must still be fully evalu- 
ated. The intervention provides for high financial contributions and 
lower risks. 

The increasing complexity of the analysis of the sector and the particu- 
lar problems relating to each of these stages' means that, in certain cases, 
the stage of development of different companies, and the financial re- 



' One thinks in the context of the Information Technology sector and what is hap- 
pened in the more advanced economic systems, where “newly bom» companies 
are ready for quotation on the Stock Exchange. 






30 Renato Giovannini 



quirements connected to them, are little suited to a classical schematisa- 
tion. 

In addition the investors of risk capital have developed advanced in- 
struments of financial engineering, increasingly more complex and sophis- 
ticated, through which simultaneously they can turn to different possible 
leverage, resulting for this reason difficult to classify. 

It would therefore be coherent to define a more analytical classification 
in relation to the possible strategic requirements of the company, to the 
considerations of the threats/opportunities facing the sector and to the final 
objectives considered satisfactory for the investor. In this environment it is 
possible to group and classify the transfer of risk capital, by the institu- 
tional investors, in three principal types: 

- financing of the commencement; 

- financing of the development; 

- financing of the change / reflection. 

2.1.3 The Role of Managerial Assistance in Managing the 
Commencement by the Institutional Investments 

The management of venture capitalists in the commencement of new or 
not yet consolidated entrepreneurial activities (start-up financing) results in 
a contribution of financial resources in the initial phase that is limited if 
compared with the managerial support required for the development of the 
company’s project. The strategies adopted in this phase, in fact, require 
large amounts of managerial expertise to create, in support of the underly- 
ing entrepreneurial idea, a position of competitive advantage, which can be 
maintained over time. There is therefore created a true and real synergetic 
interaction between the capac^ities of the entrepreneur, who contributes all 
of his relationships with economic agents (customers, suppliers, industry 
associations ...), and the venture capitalist, which makes available his 
network of relationships as tutor and successively sponsor of the initiative. 

The aim, therefore, is to create a management capable of supporting the 
entrepreneur and his ideas with business strategies, with the purpose of 
avoiding the phenomenon of one-man one show. 

In the commencement projects (be that seed financing or start-up) it 
proves to be determining, with a view to limiting to a minimum the risks of 
failure, the analysis of the feasibility of the underlying entrepreneurial idea 
of the project and the capabilities of the entrepreneur (Millan and Zeman 
1987) to achieve it. 
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2.1.4 The Importance of the Pre-Selection of the Investments 

In the selection of the investments the venture capitalists in order to choose 
in relation to sufficient economic rationality, operating in an environment 
of high information uncertainty, relies on the interaction between impartial 
components, analyses with strong methodological rigour, and subjective, 
experience and intuition. The first, results as determining in relation to the 
management of the main “scarce resource” for a venture capitalist, the time 
necessary for the support and the consulting to the entrepreneur. It follows 
that in order to optimise the problem of time consuming, the aim is to limit 
the possible initiatives with a strong pre-selection, working towards a se- 
lection by quality and not quantity. This occurs in virtue of the key role of 
venture capital in its strongly participatory function of assistance, profes- 
sional advice and intervention towards the companies. From here results 
the fact that a good number of the investors in risk capital do not place 
more than 5 initiatives in their portfolio in a year. 



Projects 




Fig. 2.1. The selection of the investments by the venture capitalist 

As it can be observed from the above table (see Fig. 2.1) more than 85% 
of the initiatives are discarded before the selection process, and just 1-2 % 
reaches the financing and managerial (Collitti 1990) contribution phase. 
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2.1.5 The Methodology of Pre-Selection Adopted by the 
Venture Capitalist 

The first evaluative step is represented by the pre-investment phase, where 
the process is made analysing by importance a series of critical factors that 
may condition the interest of the investor. This first screening is strongly 
influenced by the strategic orientation of the investor in risk capital: the 
geographic location, the sector and the type of product (technology used, 
trademarks, leadership in differentiation or of cost). The proposals re- 
ceived by the venture capitalist in this phase that do not overcome this ini- 
tial analysis represent 50% of the total. 

The proposals that reach the second step are examined with greater ana- 
lytical detail in relation to the following key elements: analysis of the 
depth of the chosen market and its development, economic-financial re- 
sults expected, amount of financing required. This results in the elimina- 
tion of a further 35% of the requests for investment received by the venture 
capitalist. 

Proposal to VC 



j Pre - analysis , 

I Selection Criteria 

Territorial Area: | Industry: Product ; 

distance from VC j , structure, innovation and technology. | 

I competitive analysis. patentability, differentiation, j 

I innovation and development competitive advantage i 

In-depth valuation 
j prior of the final investment 
(business plan) 



Market's development: ] ' economic and financial results: 

dimensioa grovirth rate | expected cash flows, 

of sales, entry barriers, ; ' necessary investments. 

I differentiating or cost leadership! ; way out 



Fig. 2.2. From the analysis of the proposals to the pre-investment phase 

It follows that the successive more detailed selection process is charac- 
terised by approximately 1 5% of the total proposals. 
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2.1.6 The Process of Selection of the Venture Capitalists 

The selection process, as already mentioned successive to a pre-analysis 
of the validity of the proposal from the entrepreneur, is concentrated on 
several key steps that can be identified in the following aspects; 

- the business plan (the detailed analysis of the pre-investment phases) 

1 . the business 

2. the market 

3 . the entrepreneur and the management team 

4. the competitive advantage of the initiative 

5. the strategy 

6. the economic-financial equilibrium 

7. the timing 

- the investment process: 

1 . the capital budget 

2. the pricing and the structure of the investment 

3. the exit closing 

The Business Plan (the Detailed Analysis of the Pre-Investment 
Phases) 

The business plan of financial investments has always favoured industrial 
sectors where the prospective returns in fin^mcial projects are very high. In 
Italy the success of recourse to venture capital, as a form of financing en- 
trepreneurs’ ideas, has contributed to the growth in the sector in an expo- 
nential manner, that today invests almost Lire 3,000 billion yearly in newly 
created or recently formation^ companies. 

The notoriety even amongst the general public of this form of financial 
support has made the search for funds an increasingly more difficult proc- 
ess. The determining variable in the choice of the investments to finance 
becomes therefore the time available to the venture capitalist in evaluating 
the various proposals. 

At a company economic level, the projection plans thus developed be- 
come defined the business plan. This becomes the base for the request for 



^ See Fig. 2.2; it has already been noted that of one hundred proposals presented 
not more than five succeed in obtaining financing. 
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risk capital, and the first instrument of contact for the creation of the rela- 
tionship between entrepreneur and institutional investor. It is therefore 
easy intuition the importance of the elaboration of this financial plan, in 
that it is a visiting card for the entrepreneur, the company and the project. 

The objective in preparing an adequate business plan, therefore, is to 
achieve the double objective of transmitting in a clear and effective man- 
ner all of the information genuinely relevant that renders the project unique 
and interesting. 

Reaching this goal, in fact, is not easy but without doubt it is the most 
delicate and important phase in the processes of searching for financing. 

A valid financial plan must be accompanied by another document called 
the executive summary which substantially summaries in a space not 
greater than four pages the fundamental elements of the project: opportuni- 
ties, risks, expertise of the management team and development time. The 
executive summary is the only instrument that can result in the venture 
capitalist dedicating attention also to a detailed business plan. It is essential 
that this document is written in an effective manner and captures the atten- 
tion of the potential investors. The objective of the entrepreneur must be to 
communicate the concept of having an absolutely feasible business idea 
that is only missing (or prevalently) sufficient capital. 



■ Number 



■ Firms 



□ Euro (mln)j 



1997 1998 1999 2000 2001 

Fig. 2.3 Annual investments of venture capitalists in Italy (Source : A.I.F.I., Ital- 
ian Private Equity and Venture Capital Association, 2002) 

The executive summary must be written placing oneself in the perspec- 
tive of the investor, highlighting therefore that, where existing, all the risk 
situations have been considered and evaluated. It must be demonstrated 
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that the strategy contained in the business plan can be implemented with 
success. 

To obtain a business plan prepared in an exhaustive and complete man- 
ner, recourse should be made to an analytical and detailed definition of a 
series of key aspects that we will examine: 

1 ■ The business 

It is important for the venture capitalist to understand if it relates to a 
product or a service, a combination of the two or the creation of an original 
and more complex model. The description of the product or trademark 
must be focused on the principal attributes making it unique, which may be 
taken for granted by the entrepreneur but not so for the investor. Based on 
this it is necessary to specify what are the strong and weak points, the in- 
novative validity of the idea, the potential problems and the developments 
planned. The investor is interested in knowing the limits of the product and 
the service offered. In addition, in the identification of the weak points of 
the product or service it is necessary to analysis the role that could be 
played by the introduction of new production technology, or a new con- 
solidating advertising campaign or re-launch of the trademark. 

2. The market 

The analysis of the targeted market (or markets) must be very detailed 
not only in the definition of the boundary but also in terms of the impact 
that the project can have in relation to the forecast market share. The depth 
of the market is just as important: a venture capitalist is not interested in 
financing a project that has as an objective a 50% share in a potential mar- 
ket of ten billion lire but may be much more attracted by a market share of 
10% in a market of a thousand billion lire. In detail the investor needs to 
know: 

- the reference market in terms of the size of the demand, location and 
target (meant as product-market combination, which segment of the sec- 
tor); 

- the market share of the company and its defence; 

- the competitors of the company; 

- the coherence of the marketing plan (the overall actions relating to pub- 
licity and promotion, the distribution, the pricing policy,...) with the 
three preceding points. 

3 . The entrepreneur and the management team 




36 Renato Giovannini 



The investor, prior to investing in the business, invests in the manage- 
ment, in its expertise and experience, in its cohesion and motivation. It is 
not always necessary to define a compete organisational structure but at 
least the group of founders of the project must be presented highlighting 
their capabilities and limits, interest and dedication to the project, essential 
for the achievement of entrepreneurial success. The investor wants, in fact, 
to understand if the entrepreneur, or its management, has a history of suc- 
cess to their name; if they were capable, thus, of reaching the pre-fixed ob- 
jectives in the past and in what way they were achieved. 

4. The competitive advantage of the business 

A project is successful especially if it has the potential to maintain this 
status over time. It is necessary, thus, to explain what are the possibilities 
to defend the competitive advantages of the project, if it is possible to con- 
struct entry barriers to potential competitors and how it is intended to de- 
fend the idea of an attack from competitors already operating in the mar- 
ket. For this purpose the analysis is based on the competitive modeF, 
making reference to the “five forces” that interact in the sector and influ- 
ence the performances: 

• suppliers: contractual powers 

• substitute products: threats of substitute products or services 

• consumers: contractual powers 

• potential entrants: treat of new entrants 

• competitors in the sector: rivalry between existing companies 

It is also necessary to demonstrate knowledge and awareness of the life 
cycle stages through which the sector passes and the critical factors for 
success (for example high entry barriers, legislative environment, unfa- 
vourable commercial and technological environment, ...). 

5. The strategy 

The analysis of the strategy is the most important part of the whole 
business plan, especially as it permits the investor to evaluate what targets 
the company has established and how they intend to reach them. The strat- 
egy, however, does not offer a response to the individual problems that are 
inevitably encountered over time, as this task must be resolved in the “tac- 
tical plans”, better known as “operating plans”, and relate to the daily op- 
erations and not the medium/long term, which is expressed in the strategy. 



^ For more details on the competitive model of Porter see porter 1985. 
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It is of fundamental important that the strategy is also coherent and co- 
ordinated with the economic-financial projections that will be elaborated 
within the business plan. Often the investor utilises the collaboration of ex- 
ternal consultants specialised in due diligence in order to verify the validity 
of the strategy and to monitor the risks (for example of the market) not 
considered within the business plan. 

6. The financial-economic equilibrium 

The central nucleus of every project is represented by the financial pro- 
jections: costs and revenues, investments and cash flows are the basis for 
the evaluation of the feasibility. The projections must be interpreted as the 
means through which the strategy expresses itself Although the concept of 
the strategy and the estimate of the economic-financial size can be made in 
different occasions, between the two aspects there should exist a perfect 
co-ordination and careful cohesion. In the estimate of the results an exces- 
sive optimism or, on the contrary, an unjustified prudence, must be 
avoided. The time horizon must be equal to at least a three year period, 
even if would be preferable to cover at least a five year period. For each 
year an income statement, balance sheet, and cash flow statement must be 
prepared and the principal assumptions upon which the estimates were 
made must be always stated. 

7. The timing 

In relation to the reference time horizon to be taken for the business 
plan, this varies depending on whether the plan relates to a project or a 
company. While in the first case the reference time period can cover the 
whole life of the project, in the second case it generally varies between 
three and five years, with a very detailed degree of analysis in the first year 
and a more generalised approach for the successive years. 

In the drafting of the business plan, the management must consider that 
the potential financiers judge the work performed with different criteria 
compared to that utilised by the management of the company. The empha- 
sis, in fact, is on the capacity of the business plan to create value for the 
investor. Finally, a successful business plan must also be capable of trans- 
mitting the enthusiasm and the determination of those who propose the in- 
vestment, giving the investor the “vision” that was the basis of the decision 
to commence an entrepreneurial adventure. 

The Capital Budget (the Investment Process) 

1 . The investment process phases 
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The investment decision by the investor, other than the evaluation of the 
entrepreneur, is made based on diverse factors, among which the current 
and potential market relative to the company, to the technology held, and 
to the presence of the conditions to create “value” in the exit phase of the 
participation in the company. 

In the case where negotiations begin, generally a period of three to six 
months pass from the preparation of the business plan to the decision by 
the investor to finance it. This time is shortened depending on the clear- 
ness and completeness of the information supplied by the entrepreneur. Of 
particular importance are the terms negotiated not just in relation to the 
price, but also to the timing and method of payment. 

The agreement of the preliminary contract provides for the signing of a 
confidentiality clause that commits the parties not to release company in- 
formation except to external consultants directly involved in some of the 
aspects in the valuation of the investment. The commitment undertaken re- 
fers strictly to company information, but not that relating to the market or 
the sector in which the company operates. In setting up the negotiations the 
entrepreneur must impose it in a manner that will maximise the chances of 
success, as in the eventuality of failure, the investor can by right decide to 
activate a research on competitor companies operating in the same sector. 

If there emerges a concrete possibility of agreement following the in- 
depth study by the investor of the key points of the operation, letters of in- 
tent are signed in which the salient economic, legal and company structure 
aspects are defined that will then be taken and re-elaborated in detail in the 
investment contract. In this letter essential aspects to both parties are ex- 
plicitly included for a satisfactory conclusion of the agreement, among 
which: the value of the company, the presence of the investor on the Board 
of Directors, the informative obligations the entrepreneur commits to in 
case of investment and the eventual clauses provided for exiting. 

The signing of the final contract occurs only successively, that is once a 
series of verifications of both a formal and substantial nature have been 
made. 

Thus, a further phase commences, commonly defined as “due dili- 
gence”. The term, taken from Anglo-Saxon terminology, refers to all of the 
activities, performed by the investor, necessary to reach a final valuation, 
analysis the current state of the company and its future potential. The ac- 
tivity of due diligence contributes to the protection of the capital of third 
parties invested by institutional investors. This activity, although present 
during all the phases of negotiation, intensifies in the phase following the 
signing of the letter of intent, up to the signing of the final contract. The 
institutional investor can directly follow this activity or entrust this to se- 
lected professionals, experts in specific industry and business areas. 
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Good progress of the due diligence guarantees a quicker closing of the 
negotiations and consents the investor to acquire all the necessary informa- 
tion to make the investment in a professional manner, avoiding the subse- 
quent emergence of challenges and contentious issues. 

The principal aspects on which the due diligence activity focuses on are 
classified as follows. 



a. Market due diligence 

Allows the investor to fully understand the potentiality and risks of the 
specific market in which the company operates and positioning within the 
market, in order to compare the results with the prospective plans pre- 
sented in the business plan of the entrepreneur. Greater emphasis can be 
placed on the current market and on the future potentiality, as well as new 
market opportunities (internal and external) or new products/methods of 
distribution. To guarantee consistency of the company data presented, his- 
torical or prospective, with those of the market and in order to understand 
any differences, the activity of market due diligence must be co-ordinated 
with the financial due diligence. 

b. Environmental due diligence 

Provides for a comparison of the company profitability with legislation 
and environmental regulations, to the internal organisation of environ- 
mental control and pollution, to identification of the impact on the envi- 
ronment of current activities and to verification of environmental problems 
not yet resolved. If all of these analyses made by the investor give a posi- 
tive outcome, the signing of the contract can proceed which defines in de- 
tail the terms of the agreement between the company and its shareholders 
on the one hand and the investor on the other. This contract provides for 
the normal guarantee clauses by the acquirer on the correctness and com- 
pleteness of data, of the facts represented and on the inexistence of hidden 
liabilities, as well as the procedures for the resolution of disputes. 

The investment contract also performs the function of shareholder 
agreements, with agreements governing the relationships between share- 
holders, that may relate to corporate governance'', or exit plans^ 



'* Instrument that governs the rules for the nomination and the functioning of the 
supervisory boards, for the functioning of the control of the business, and greater 
control required relating to particular acts. 

* In relation to the agreement on the existing rules and on the exercise of option 
rights. 
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Once the agreement on pricing, on the quota of the participation and on 
the administration aspects regulating the final contract are reached, the op- 
eration is finalised with; 

- the transfer of the shares; 

- the payment of the agreed price; 

- the issue of the guarantees (possible surety ships); 

- the re-formation of the Board of Directors and the substitution of 
the directors; 

- and the signing of any collateral contracts. 

c. Financial due diligence 

This is performed with the objective of evaluating the economic- 
financial aspects of the company’s plans and in the definition of the neces- 
sary financing. This analysis highlights in particular the factors of success, 
and in addition pays attention to the historical economic trend in the past 
number of years, in relation to the sales, margins, trend of production costs 
and on fixed costs. 

The financial due diligence develops, other than the trend of the histori- 
cal and future financial structure, the following analysis: 

- cash flow and working capital; 

- budget and business plan for 3-5 years, considering the results of 
the market due diligence; 

- the organisation structure of the company and its coherence with 
the market and economic-financial objectives; 

- highlighting any liabilities and risks connected to the company’s 
activity. 

d. Legal due diligence 

Brings to light the problems of a legal nature in relation to, either the 
valuation of the company or the drawing up of the final contract. In par- 
ticular examines: any lawsuit in course or threatened; identification of par- 
ticular commitments undertaken with third parties and the relative risks; 
the existence of legal requisites for the carrying out of the activity; the ne- 
cessity of contractual guarantees; the situation of employee labour agree- 
ments; the employee agreements of the principal directors; the stock option 
plans and similar. 
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e. Tax due diligence 

Analyses fiscal aspects related to the company, such as for example: 

- potential liabilities and contentious matters (contingent liabilities); 

- structuring of the acquisition operation; 

- identifying future fiscal benefits (tax assets); 

- preliminary identification of the fiscal effects of an exit strategy. 

At this point the investor and entrepreneur are for all intents and pur- 
poses shareholders of the same initiative and must begin to work together 
in order to maximise the creation of value. 

2. The definition of the price 

The final valuation (Gervasoni and Sattin 2000) has as its principal ob- 
jective the determination of a price, whose result does not depend as much 
on the valuation methods characterised by the general parameters, but on 
calculations based on data as near as possible to reality and testable, leav- 
ing to the market and the negotiations the identification of the correct pa- 
rameter. For this, at an international level, the most widespread calculation 
method, despite the validity of exemplary techniques from a theoretical 
point of view, in the venture capital market is that of multiples. 

3. The exit closing 

The exit phase constitutes the final part of the investment process, an 
extremely delicate phase as it is in this stage that the gains in terms of 
goodwill must be realised, representing the ultimate goal of the institu- 
tional investor in risk capital*. 

The exit moment of the investor in risk capital of the company is almost 
never pre-determ ined, but is dependent on the development of the com- 
pany. Increasingly, however, the investors attempt to anticipate, at the ac- 
quisition moment of the participation, the eventual exit channels and the 
time frame, in order to better plan the conclusive phase of the operation. 

In the case of success, the exit is at the moment in which the company 
has reached its expected development and the value of the company, and 
thus the participation, has consequentially increased. In the event that the 
initiative fails, due to, for example, the new product or the new technology 



* This operator, in fact, does not remain by his very nature connected to the com- 
pany financed for too long a period, in that he is a temporary partner and with ob- 
jective of realizing a capital gain in the medium-long term. If it was not such, it 
would be transformed into a holding of participation. 
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is not capable of establishing itself in the market, the exit is made when 
there is complete conviction that it is no longer possible to resolve the cri- 
sis situation created. 

In both situations, the time and manner of the exit is normally defined 
with the agreement of all the shareholders. 

Wishing to schematise, the manner of exit can be distinguished between 
the following methods: 

• the quotation, after having made a pubhc offer (public offering); 

• sale through private agreement with varying methods: 

• sale of the participation to new shareholders, industrial or finan- 
cial, 

• merger or incorporation with other companies; 

• the sale of the participation to the majority shareholder or to the 
management (buy-back, leverage buy-out) or the acquisition of 
own shares (treasury shares); 

• the zeroing of the participation following liquidation (write-off)’. 

Among the above mentioned methodologies of exit, that realised 
through the quotation of shares of the company on a regulatory market 
represents, in the majority of cases, the most sough after. From the mo- 
ment it is possible to place even a minority of the company’s capital on the 
Stock Exchange, this road permits the investor to sell with a profit the 
shares held, and the entrepreneur to maintain control of the company. In 
addition, having an institutional investor as a shareholder means having al- 
ready taken important strides towards transparency and thus be largely 
ready to confront the quotation. At the same time, the admission to an offi- 
cial listing on the Stock Exchange is not a simple process for smaller com- 
panies and, thus, this channel can be inserted within a medium/long term 
viewpoint, as a method having a reasonable degree of certainty, only for 
companies that have reached a certain development and maturity. 

The Stock Exchange quotation presents advantages and disadvantages. 
They, in fact, if on the one hand increase the liquidity of the shares, con- 
sent the making of new emissions and to sell off further amounts of capi- 
tal, on the other hand, subject the company to controls that may not be ap- 
preciated and, not least, result in a certain cost. 



’ The methodology used by the EVCA subdivides the tipology of exits into: initial 
public offering, trade sales, write-off and other means, in which the modalities of 
the third point are included. 
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The presence of the institutional investor, anticipating many of the nec- 
essary passages, contributes in mitigating the risks and disadvantages de- 
riving from the quotation process. 

The significance and extent of the specific advantages related to the 
quotation and the relative charges depend on the parties involved. 



2.2 The Venture Capital Operations and the Problems of 
Agency 

The venture capital operations provide for the presence of three key fig- 
ures: the financier of the venture capital operations (pension funds or other 
types of institutional or private investors); the venture capitalist for mana- 
gerial and financial support to the entrepreneur; and finally the entrepre- 
neur who developed the idea considered to have a high innovative content. 




Fig. 2.4 The structure of a venture capital operation 

The typical structure of venture capital contracts, in the relationships be- 
tween institutional investor and company financed, may suffer the negative 
influence of asymmetric information situations, principally once the in- 
vestment decision has been taken. Thus situations of moral hazard, see fig- 
ure 4, may arise either due to the entrepreneur (Principal) or due to the 
venture capitalist (Agent). The critical factors that are added once the fi- 
nancing has been paid, firstly relates to the entrepreneur upon whom de- 
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pends principally the positive outcome and thus the success of the com- 
pany’s project. In the absence of valid control mechanisms, this latter 
could have opportunistic behaviour following personal interests; for exam- 
ple, given that the entrepreneur is not capable of financing the idea with 
his own capital, he could motivate the investor in risk capital to continue 
financing a project even when there are no longer the conditions for its 
valid and effective development. On the other hand the venture capitalist 
could have opportunistic behaviour in retrospect, exploiting the ideas of 
the entrepreneur and financing other competitive companies resulting in 
the exportation of competitive advantages related to the idea of the initia- 
tive already financed. 

At this point it is clear the importance related to the agreement of bind- 
ing contracts concerned at resolving possible conflicting interests between 
the entrepreneur, wishing to limit possible leakage of information relating 
to competitive advantages, and the institutional investor, interested in 
maximising the motivation of the company’s management for the most ef- 
ficient development of the plan. The form of the financing chosen consents 
the solutions to these problems in virtue of the possibility to influence both 
the incentives of the entrepreneur and of the venture capitalist. 

2.2.1 The Formation Phases and Overall Structure of a Venture 
Capital Operation 

Other than the analysis carried out up to this point, in relation to the impor- 
tance relating to the role of the venture capitalists in the support of initia- 
tives at high risk with potentially high remuneration, it is necessary to 
identify the mechanism of fundraising and employment of the financial re- 
sources necessary for the activity of venture capitalists. From the sourcing 
of the funds, see figure 5, the recourse to large institutional investors is 
frequent (principally pension funds) with an agreement of concession of a 
significant quota of the capital gains obtained (approximately 80%) of the 
eventual positive outcome of the ipo or merger operations. From the em- 
ployment side the venture capital companies provide the financing of a 
portfolio of companies, technically granting managerial support and finan- 
cial resources to the entrepreneur, with the counterpart the transfer to the 
investor in risk capital a minority shareholding (equity between 5% and 
15%). The primary objective of the operation made by a venture capitalist 
is, from the viewpoint of the performance of the company, turned to the 
achievement of a high profit (capital gains equal to least 20%), being the 
difference between the cost price of the participation on acquisition (at the 
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moment of subscription) and the sales price to third parties (with opera- 
tions of: IPO, LBO or Mergers) retrospectively. 
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Fig. 2.5 The overall structure of a Venture Capital operationSource: Osnabrugge 
and Robinson 2000 



2.3 The Critical Areas of the Management of Venture 
Capital Operations 

The principal problems relating to critical factors that have historically 
conditioned the development and the formation in Italy of venture capital- 
ists, are related to the following three aspects: 

1 . the closed ownership model of companies; 
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2. the growth process of family companies; 

3. the innovative processes. 

The critical exogenous factors are elements that delay the formation of 
sufficiently broad and dynamic requests of venture capital. The first type 
that limits the development of venture capitalists is represented by the 
closed ownership model of Italian companies. The entrepreneurs do not 
see with a good light the participation of third party shareholders, for fear 
of interference in the decision-making process and in defining the strategic 
lines and the managerial direction of the company (Collitti 1987). The sec- 
ond limit highlighted here relates to the capacity of the small Italian com- 
panies, with high competitive potential, to adopt adequate operating strate- 
gies to the business choices of accelerated growth. Finally, the third aspect 
is represented by the serious delay, as of today not corrected, in the co- 
operation and in the development between university type scientific and 
technological centres and companies for the creation of new companies 
with high technological content. 

The critical endogenous factors in the activity of venture capitalists are 
represented by a: 

1 . High technical qualification, level of experience, managerial expertise 

and professionalism required in the activities of venture capital; 

2. Insufficient development of the intermediation for risk capital in the 

Italian market. 

The first problem in the development of venture capital in Italy, is re- 
lated principally to the difficulty in sourcing highly qualified professional 
resources, in that they are often not available on the market. The second 
critical factor relates to the historical delay in establishing regulations in 
Italy, which up until 1 987 did not provide for financial intermediaries hav- 
ing the possibility to operate as merchant banks or as venture capitalist 
companies. 

Therefore, the observation, of how these critical factors in an interna- 
tional context with such high competitive content, typical of the Italian 
companies, often interact as negative discriminating factors for the devel- 
opment of venture capital activities. 
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2.4 The Importance of the Managerial Resources for a 
Valid Company Development 

The realisation of the venture capital is a rather demanding task in the ac- 
tual implementation, and as such requires an activity with a high content of 
consulting, an awareness of the high potential risk and an intense participa- 
tion in all the aspects of definition and organisation of the final objectives 
of the operation (commencing with participation on the Board of Direc- 
tors). 

At a managerial structure level dedicated to the individual operations, 
the technical operations resembles more the activity of a professional prac- 
tice than that of a branch of a traditional financial Intermediary, inspired 
by the overlapping interdisciplinary typical of the structure of investors in 
risk capital. 

The principal critical factor of success of a venture capitalist, is repre- 
sented without doubt by the professional quality of the human resources 
dedicated to performing managerial activity with a highly innovative func- 
tion, as well as demanding. The wealth of knowledge and expertise, in 
fact, is one of the principal requisites to guarantee concreteness and feasi- 
bility of projects of this type. 

The characteristics required, other than the above-mentioned expertise, 
are numerous; confidentiality, business aptitude, flexibility, critical mind, 
and capacity to decide based on a precise calculation of the risks. 

It is of fundamental importance, thus, that the resources utilised by the 
venture capitalist supporting these entrepreneurial initiatives have proven 
experience in the field of evaluating companies. This know-how is repre- 
sented by the capacity to perform a business analysis not exclusively lim- 
ited to economic-financial aspects, but widened also to the strategic analy- 
sis of the sector (opportunities and threats of the possible product-market 
combinations), and to the study of the strengths and weaknesses (at com- 
petitive level) of the future development programmes of the company. 

The role of a venture capitalist in operations with the purpose of trans- 
ferring risk capital, is different from that of mere substitute to the activity 
performed by the entrepreneur. It consists principally of a much more 
complex role than support and assistance, aimed at providing a specific 
professional contribution, characterised by human resources that guarantee 
a service with a proven image of “active neutrality”. From here the strong 
need, for all those type of intermediaries, to undertake a radical change 
compared to the traditional behaviour models, each starting from different 
levels, be that in relation to the diversity of experience, the capacity to 
maintain their market segment, or of their capacity-propensity to change. 
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The participation in the shareholding of small and medium sized com- 
panies by the institutional investors of risk capital, must therefore be based 
on a responsible entry in the best entrepreneurial initiatives. 

It is thus possible to combine the expansion of the company while main- 
taining the family character (Dessy and Vender 2001). In fact, the recourse 
to venture capital has the significant advantage of allowing the entrepre- 
neur to place outside the family shares that are under his control, to issue 
preference shares, to place on the Stock Exchange or outside the quota of 
minority shares in companies controlled by the holding company, creating 
real and proper groups of companies capable of carrying out autonomously 
recourse to the capital markets. 

2.4.1 The Company Profile at the Foundation of an Ideal 
Venture Capital Operation 

We can now outline the ideal profile of a company that a venture capitalist 
intends to support and participate in; 

1 . Company gifted with a management possessing undisputed entrepreneu- 
rial expertise and experience, in relation to the typical role of the ven- 
ture capitalist in working alongside and assisting in a professional man- 
ner but without having to substitute the entrepreneur; 

2. Company gifted with an analytical business plan and innovative market 
strategies, capable of guaranteeing a potential level of development 
compatible with the dynamics of the market and with the situation of the 
company; 

3. Opening of the company to the entry of new financial shareholders: 
such as the breakdown of the typical psychological and cultural barriers 
that prevents Italian entrepreneurs offering share capital to external part- 
ners; 

4. High company performance: current and future profitability considered 
coherent with level of risk-return, with a good economic-financial equi- 
librium in order to guarantee a “secure” return of the investment both in 
terms of dividends received and capital gains; 

5. Company management characterised by absolute transparency, obtain- 
able by certification of company financial statements. 

The intervention of venture capitalists, therefore, excludes a significant 
amount of companies based on their strategic development plans, eco- 
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nomic-fmancial conditions, and finally the level of managerial expertise 
held. 

We will attempt to identity in a clear manner what are the real and po- 
tential advantages of this type of intervention. Wishing to list the potential 
advantages for the company, we can recall: 

• Entry of new financial resources, for the development of the company’s 
initiatives; 

• New opportunity to access financing, for the family operated compa- 
nies; 

• Entry of a prestigious shareholder, permitting greater contractual power 
in relation to both suppliers and competitors, and from customers in the 
greater guarantees offered; 

• Optimisation of the company image with the markets and traditional fi- 
nanciers, thanks to the presence of solid financial partners that assure 
the validity of the company and its programmes; 

• Strong distinction in the corporate governance between corporate and 
personal interests, for greater weight towards market policy and the 
business strategies adopted by management; 

• Possible synergies (strategic choices, organisation, selection of person- 
nel), between the expertise of the company’s management and those not 
only financial of the minority partner. 

Wishing to summarise all of the advantages outlined above, it is possi- 
ble to affirm that the greatest value is constituted by the change in mental- 
ity that consents the small-medium sized entrepreneur to widen his finan- 
cial horizons, which often result in having limited space to manoeuvre. 

2.4.2 The Possible Factors of an Unsuccessful Financial 
Participation: the Principal Threats for the Venture Capitalists 

The analysis of the profile determining the possible failure of an invest- 
ment in risk capital, shows that the principal cause is related to the activi- 
ties performed by management. Several empirical verifications permitted 
the testing (Gorman and Sahlman 1989) whereby in 95% of the cases the 
actions of the senior managers was the most significant factor in the failure 
of the venture capital operations*. It was also noted how the managerial 



* The analysis was performed on a scale of 1 (factor that contributed only partially 
to the failure) and 5 (determining factor in the failure). 
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functions, relating to the financial, marketing, distribution and production, 
were further crucial elements for the final success. In relation to the final 
product, it is noted that in half of the cases the delay in its development 
was fatal for the positive outcome of the operation. In figure 6 a further se- 
ries of possible critical factors are highlighted: from the market entry to the 
distribution channels to finish with the level of competition in the sector. 

In relation to what has been said the conclusion is reached that the more 
frequent a problem arises, the greater is its gravity and thus its negative 
impact on the final result. 

It can be concluded that the management, as well as in concurrence with 
another series of problems, results in being the principal critical factor in 
the development of the venture capital initiative. In relation to this the the- 
ory maintains that "the managers are the dynamic element and the source 
of life of any business. Without this factor the production resources would 
be only resources and would never become productive " (Drucker 1989). It 
follows that the role of management is without doubt very complex, in that 
other than having to manager the key company functions, it is fundamental 
in the strategic choices in relation to the determination of the business in 
which it operates, or in confronting possible external 
threats. 
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2.4.3 The Problems of the Participation of the Venture 
Capitalist on the Board of Directors of the Company 

The last aspect that will be analysed relates to the problems concerning the 
control of a venture capital operation. The effective participation in the 
capital of the company results in the requirement to monitor information 
asymmetry due to the activities performed by the entrepreneur and the 
management. The principal instrument safeguarding the capital transferred 
is represented by an active involvement by the venture capitalist in the 
management of the company. The possibility have own people to exercise 
a control on the Board of Directors, permits the institutional investors to 
participate in the key decisions in relation to suppliers, market policies, ex- 
traordinary financial operations, and in the ordinary management of the 
company. The theory of the financial intermediary leads this type of moni- 
toring to two forms: the first, defined "soft facet" (Hellmann and Puri 
2000), where the interaction with management in relation to the principal 
operating choices and decisions is of mere support; the other typology, 
"hard facet", provides for a form based on the control of the activities of 
the entrepreneur, with the purpose in limiting the creation of possible con- 
flicts of interest between the objectives of the entrepreneur and those of the 
venture capitalists, and to the creation of company value. What has just 
been said, is clearly aimed at establishing the best conditions for the ob- 
taining of a final return that permits the institutional investor to consider 
the operation in line with his own expectations of success. 

For what has been discussed up to this point it is clear how the salient 
aspect of the activity performed by a venture capital company is much 
more different than a simple support to the entrepreneur and of consulta- 
tion to his projects. As previously established, in fact, at the foundation to 
the positive outcome of an investment initiative in risk capital there is the 
irreplaceable role covered by the venture capitalist in the support, assis- 
tance and participation in the development of the various phases of the en- 
trepreneurial project, supplying his specific professional contribution, 
characterised by human resources which permit the increase in the chances 
of success of the operation undertaken. 
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3.1 General Features of Venture Capital Funds 

In the past five years the activity of venture capital and private equity has 
seen unprecedented development in the European market (see Fig. 3.1). 
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Fig. 3.1. Venture Capital funds raised in Europe in 2000 (Source: EVCA 2001) 

From the demand side, greater numbers of entrepreneurs were looking 
for funds in order to develop and realise their business idea, particularly in 
those sectors related to the so-called new economy (software, telecommu- 
nications, biotechnology, etc). At the same time, the development of stock 
markets and in particular the creation of new markets dedicated to compa- 
nies with high growth potential increased the possibilities to play exit 
strategies, thus facilitating the realisation of interesting capital gains for the 
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venture capital investors and the raising of further financial resources for 
companies. 

From the offer side, the investors have searched for new investment op- 
portunities, in order to increase return on investments following the reduc- 
tion in interest rates that has characterised the European financial markets 
in the last five years. An increasing number of investors, both professional 
and not, have thus come in contact with the venture capital activity, decid- 
ing to invest their capital in the industry. At the same time the presence of 
a venture capitalist as a shareholder is often identified as a good sign of 
quality in the selection of companies that are either ready for entry on 
stock exchange listings or already quoted. At a sector level, the develop- 
ment of the venture capital companies and the consolidation of its per- 
formances have progressively attracted increasing numbers of investors. 

A common definition accepted for the venture capital term is as follows 
“..share capital contributions or the subscription of convertible shares by 
specialised operators, over a medium-long term time period, made in com- 
panies, not already listed in the market, with high growth potential in terms 
of products and services, new technology, new market concepts ...The 
venture capitalist considers the holding as temporary, of a minority nature 
and performs its role not only through financial resources but also with 
know-how contributions ...The final aims is to increase the value of the 
investment and realise a high capital gain on exiting.” (Gervasoni and Sat- 
tin 2000). 

Venture capital funds are characterised by a long-term although not in- 
definite perspective. In fact, there does not exist a pre-defined contractual 
time horizon with the companies that received the funds (even if in prac- 
tice this period varies between three and five years). Vice versa there exists 
a maturity date by which the venture capital company must return the 
funds raised to the investors. Hence the need for a careful selection of the 
companies to be financed and a close management of these investments, in 
order to maximise the economic result given the generally high level of 
risk that the investors are prepared to accept and given the time horizon 
limit by which the capital must be returned. 

The stability of the funds is essential in order to guarantee substantial fi- 
nancial resources to the companies in the start-up phase of their business 
idea, where cash flow is typically negative and thus not capable of secur- 
ing the interest payment on any loan financing obtained. On the other hand 
loan financing from banks would be difficult to obtain given the absence, 
in a start-up company, of tangible activities as a guarantee or trustable 
forecasts on future cash flows capable of assuring the servicing of the loan. 
Thus the preference for financing through equity financial instruments 
rather than loan financing. 
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A second important contribution deriving from the presence of a venture 
capitalist in the share capital of a company is related to its non-financial 
resources, e.g. managerial expertise which is particularly needed in the 
corporate governance phase of the start up. A recently formed company, 
which often operates in an innovative market, does not possess a track re- 
cord or an historical past sufficient to present its credentials and therefore 
it derives its value from the future growth potential. These characteristics 
require significant evaluation, monitoring and management capabilities, 
not common to all investors. Only the so-called “active investors” are typi- 
cally capable of valuing these types of investments, as the maintenance of 
a direct shareholding in the company allows them a direct access to moni- 
toring and if necessary to the management. On the other hand, not all insti- 
tutional investors are accorded the role of active investor, because either 
not all of them have the necessary capabilities to perform this task or the 
entrepreneur would prefer to communicate with one single interlocutor 
only, in order to maintain the maximum flexibility from the interference 
by external parties which is crucial in the start-up phase of an enterprise. 

The relationship that is created in a venture capital company is twofold 
(see Fig. 3.2): on the one hand, the relationship of financial support be- 
tween entrepreneur and venture capital company; on the other, between 
this latter and the investors from whom the funds have been received. In 
both cases contracts are drawn up in order to avoid financial asymmetry 
problems and moral hazard emerging between the parties. The present 
chapter will focus on the contracts and relationships between the venture 
capital company and investors, attempting to identify the morphology of 
fund raising for the venture capital sector in Italy. 




Fig. 3.2. The twofold relationship managed by the venture capitalist 



3.1.1 Information Theory and Fundraising 

The fundraising originates a principal-agent relationship between venture 
capitalist (general partner) and the individual investors, therefore coming 
financial asymmetry and moral hazard. The first series of problems are 
connected to the difficulty the investors have in monitoring the venture 
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capitalist, since the investments made in start ups are difficult to value and 
by definition do not have a comparable value in the market before their 
conclusion or a possible sale to third parties. In relation to moral hazard, it 
can be observed that given the limited undertaking of risk made by the 
venture capitalist on its own behalf (generally equal to 1% of the capital of 
the company financed) the general partner could have an interest to em- 
ploy funds in excessively risky activity, in order to obtain greater personal 
income in case of success (and a contained loss in case of failure). 

To reduce these information problems the contract for fund raising pro- 
vides for various clauses that define the raising and utilisation methods for 
funds. The information asymmetry is typically solved by imposing an ob- 
ligation of constant and periodic communication on the trend of the in- 
vestments made. 

In relation to moral hazard, there are usually three contractual character- 
istics designed to contain it. First of all, a maximum time horizon is deter- 
mined by which the funds must be returned to the financiers. This time ho- 
rizon is on average approximately ten years. Therefore the investors 
acquire the possibility to condition, even with long time horizons, the ven- 
ture capitalists actions, limiting the availability of the funds invested to a 
determined period. Secondly, it is usually provided that the revenues from 
exiting are distributed to the investors and cannot be freely reinvested by 
the venture capitalists. As a third recurring contractual characteristic it is 
usually provided that the initial raising of capital from investors is realised 
through a series of payments over time, or conditioned to the good opera- 
tions of the venture capitalist (although limited to the early stages of its ac- 
tivity). These clauses have the objective of controlling the venture capital- 
ists actions in the early stages of the initiative. In particular the takedown 
plan generally provides for a payment between 10% and 33% of the total 
agreed amount upon signing the contract. The subsequent payments are 
made in two or three successive occasions, at the general partner request 
and in relation to the investment requirements (particularly in funds of 
greater dimensions) or according to a precise schedule. In the majority of 
cases 100% of the funds are raised in a period varying between two and 
four years from the beginning of the contract. 

3.1.2 Micro and Macro Economics in Fundraising 

After having briefly mentioned the problems of information theory in the 
venture capital sector, in order to analyse the fundraising market it is nec- 
essary to mention two other categories of factors, of a micro and macro 
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economic nature, that can influence the methodologies and parties inter- 
vening in the fundraising. 

Firstly the business factors (reputation of the venture capital company, 
age, track record, etc.) and those related to the contractual structure used. 
Just as the venture capital company must select appropriately the most 
profitable companies, the investors must choose the company in which 
they entrust their money. Typically investors screening between good and 
bad venture capitalists is performed on the basis of the experience that the 
venture capitalist can show as well as on the quality and detail of the in- 
formation supplied on the due diligence and governance rules that the gen- 
eral partner is prepared to be subjected to. Other contractual variables can 
influence the facility in fund raising. For example, the size of the fund is 
certainly an important element as an excessively high number of investors 
entail increased administrative costs and disclosure. At the same time too 
few investors could discourage the subscription as this is a symptom of an 
unsuccessful fundraising caused by asymmetric information among the in- 
vestors themselves (one could for example suppose the presence of in- 
formed and not informed investors, where the former decided not to sub- 
scribe to the operation due to information in their possession and the latter 
observed such behaviour as a negative signal). In such a situation it would 
be better for the few adhering investors to abandon the initiative. For this 
reason, the fundraising contracts generally include a minimum and maxi- 
mum amount both in terms of capital value raised and number of inves- 
tors'. In order to assure equal treatment among the investors new entries 
after the beginning of the investment activity are generally not permitted, 
except where there is a prior authorisation and the contribution paid by the 
new entrants includes all the eosts ineurred by the existing investors. 

An empirical verification carried out in the English market (Robbie et 
al. 1999) attributes faetors such as past performance, the tendency of con- 
centrating the investments in a small number of funds of large dimension 
and the necessity of a diversification of the offer by venture capital funds 
as the determining factors for the success of the fundraising by the venture 
capital companies. 

Parallel to this it is observed that the venture capital funding is similarly 
influenced by a multiplicity of macroeconomic variables (for example the 
GDP trend and the interest rates) and context (degree of development of 
the IPO and stock market, legislation, etc.). In the latter case empirical 
evidence is greater. 



‘ The maximum value is in some cases surpassed with the agreement of the inves- 
tors already present up to a maximum of 10-20%. 
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A research focused in the United Stated market (Gompers and Lemer 
1999) outlined that the development of venture capital activity in the pe- 
riod 1972-1994 was largely attributable to changes in the pension funds 
regulation (now qualified to freely invest in venture capital funds), the re- 
newed taxation regime of capital gains, the economic development and the 
growth in research and development expenditure. 

A second research (Jeng and Wells 2000) extends the theme of the criti- 
cal factors in the venture capital fund raising to an international compari- 
son between 21 countries. The results show the importance of the initial 
public offering market as the principal driver of the investment choice. The 
development of pension funds assumes grater importance over time but not 
in a country comparison. Surprisingly the GDP level and capitalisation of 
the financial markets do not seem to exercise a particular effect, while 
government policies exercise a strong influence. A final result underlines 
the negative relationship between the rigidity of the labour market and the 
degree of development of venture capital activities in the so-called early 
stage. This is an interesting starting point in explaining several particulari- 
ties employed by venture capital activity in Europe and in Italy, such as the 
lower importance given to early stage investments compared to those con- 
centrated in the later phases of a company’s life. 

At present for the Italian market there does not exist a detailed empirical 
research on the micro and macro economic factors that influence the fund- 
raising, due partially to the relatively recent beginning of venture capital 
activity. However the results of the principal foreign experiences offer 
several useful pointers and are extendable to the analysis in the Italian 
context. 



3.2 Origins of Funds 

The organisational forms of venture capital fundraising and management 
are rather heterogeneous. In theory, it is possible to trace them to the fol- 
lowing categories: 

1 . Business Angels 

They are private investors, who finance individually new entrepreneu- 
rial initiatives, characterised by a high availability of personal finance, 
generally together with a detailed knowledge of the sector in which 
they wish to invest. The risks of the projects undertaken are particularly 
high and superior to that potentially sustainable by the institutional ven- 
ture capital companies (restricted by procedures and rules of risk man- 
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agement). Consequently also the returns, in case of success, are particu- 
larly high. The principal limit of this form of intervention is related to 
the limited, although considerable in absolute terms, dimensions of the 
assets that the individuals are prepared to invest. 

2. Private pools of funds 

This relates to a partnership in which several shareholders (limited part- 
ners) decide to invest part of their own assets. Typically these funds 
originate from entrepreneurs or holders of substantial assets interested 
in jointly investing part of their wealth in young enterprises with poten- 
tially high returns. The first historical experiences were realised by en- 
trepreneurs who, having consolidated their own company’s success, in- 
tended to use their own know-how and available financial resources in 
new initiatives with excellent development prospects. Among the first 
experiences were those undertaken by family companies such as Rock- 
feller and Phipps and Whitney. Also in more recent times private single 
entrepreneurs have given life to private organisational forms meant to 
invest in innovative initiatives. The existence of experience matured in 
the field and a solid financial background allows them to sustain pro- 
jects with high risk in sectors that are similar to those known (thus ex- 
ploiting the experience matured) or in different ones (in order to diver- 
sify their portfolio). The transfers made between shareholders can have 
very differing dimensions, from 25,000 to 10,000,000 dollars individu- 
ally. The investments are typically concentrated on deals of small di- 
mensions. 

3 . Corporate funds 

This relates to funds and financial resources belonging to companies 
and not private individuals, destined to be managed by a venture capi- 
talist and thus focused on financing companies in the development 
stage. Typically in this case the corporation aims at both financial and 
strategical objectives, such as information gathering in the target sector 
with relation to research, marketing, development of new products or 
production processes, etc. If the presence of consolidated companies 
represents an important channel also for the later financing of the start- 
up phase, in certain cases the culture and interests of the former can re- 
frain the development of new initiatives due to the lack in defining pre- 
cise objectives and to a poor capability in managing rapidly evolving 
situations. Normally a corporate sponsor will be less likely to abandon 
a non-profitable initiative due to the loss of image that could result for 
the parent company. 
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4. Mutual investment funds 

Mutual investment funds represent a very important financial channel 
for venture capital, given the size of the capital raised from the public 
and the consequential requirements to diversify. It relates to a financial 
vehicle that provides for the raising of capital through the emission and 
placement of quotas with investors (both institutional and private) to be 
invested in participations. In particular, the closed-end funds represent 
an instrument capable of meeting the requirements of the start-up com- 
panies, given the stability of the capital for a medium-long term horizon 
and the high risk profile that can characterise the single investments. In 
the Anglo-Saxon markets the raising of closed-end funds is prevalently 
realised through pension funds, both public and private, while in the 
European case the largest part comes from the banking system and 
other categories of institutional investors. The closed-end fundraising is 
realised during the initial formation phase through financial intermedi- 
aries, till the capital requirement is reached. The fund will therefore be 
managed by a specialised intermediary, who will invest in development 
projects whose returns will be distributed to the investors on exit. 

5. Public venture capital companies 

This relates to venture capital companies who have gone public in order 
to obtain greater financial resources compared to those obtainable by a 
private placement. The greater inflow of capital is a consequence of the 
greater notoriety and transparency that the company derives from the 
quotation as well as the possibility for the investors to exit from the op- 
eration due to the existence of a secondary market where the shares can 
be sold. The principal experiences relate to American companies, while 
in the European case only 3% of the companies are quoted (although 
many are currently considering the opportunity of a stock market quota- 
tion)^ In Europe the founders and families connected with the general 
partner are usually the larger shareholders of venture capital companies. 

6. Banks 

The banks and financial intermediaries (insurance companies, finance 
companies, and investment banks) normally have the necessary exper- 
tise to value industrial projects and to raise funds for their realisation. In 
particular the merchant banks are the institutions that are most oriented 
to long-term investments and prepared to sustain risk levels that may be 
considerably high in the hope of achieving greater returns than the av- 



^ Data from Coopers & Lybrand Corporate Finance 1999. 
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erage. This incentive acquires growing importance even among the tra- 
ditional financial intermediaries, given the necessity to get back 
through the stock market activities the profitability compromised from 
the progressive reduction of intermediary revenues. The operations of 
the traditional banks in the venture capital and the private equity sectors 
are expanding also due to the removal and reorganisation of numerous 
vehicles that in the past prevented the investment in non-financial hold- 
ings. However, there still remain regulatory elements that discourage 
investment in venture capital (intended as seed and early stage phases, 
favouring the banks to acquire holdings in companies already in the 
growth stage, i.e. real private equity 

7. Public Funds 

The intervention of public operators in the venture capital sector gener- 
ally aims at promoting objectives of a collective nature through the de- 
velopment of new company innovations, such as research, creation of 
new employment, growth of specific geographical areas. The size of 
public funds paid is generally however limited and their payment are 
subject to the satisfaction of rather long requisites and bureaucratic pro- 
cedures. Some states have jointly accumulated wide-ranging funds, be- 
tween 5 and 10 million dollars, reaching up to hundreds of millions. 
The size remains limited if compared to the largest venture capital pri- 
vate companies and the average investments vary from 100,000 to 
500,000 dollars. 

8. Others 

Among the other institutions that may make investments in venture 
capital, not directly but generally through the acquisition of holdings in 
closed-end funds, the academic foundations and institutions focus their 
contributions to rather limited risk levels and generally through the ac- 
quisition of holdings in closed-end funds. 

The proportion undertaken by each of the above-mentioned operators is 
different in each country (see also chapter 4). In the Anglo-Saxon context 
the majority of venture capitalists are structured as a single company that 
manages simultaneously several funds, each legally distinct from the other 
in limited partnership. The success of this organisational structure is essen- 



^ In particular with reference to the rules established by BIS in terms of the ade- 
quacy of the bank’s capital it is noted that holding shares in companies less than 
two years old and not yet able to produce profits imposes on the bank a capital re- 
quirement equal to 2, thus absorbing the double of the capital requested for other 
investments. 
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tially attributable to the fiscal advantages that can be obtained. In each lim- 
ited partnership the venture capitalist assumes unlimited responsibility, 
when subscribing for a share in the investment (generally 1 %), while the 
investors are liable only for the amount of capital subscribed. In each fund 
the capital is invested in new activities in the first 3-5 years. Following this 
period new investments are rare and vice versa the exiting phase com- 
mences. The profits realised are thus distributed to the initial investors 
rather than reinvested. Normally before the exit of a fund is completed a 
new fund is launched in order to invest in new initiatives. Therefore the 
exiting period for old funds and the formation of new ones overlap one an- 
other, motivating the previous investors to continue financing new initia- 
tives (it is estimated that approximately 72% of the increase in private ven- 
ture capital in the USA between 1977 and 1998 was attributable to follow- 
on funds). 

In the European context the birth of venture capital companies is to be 
found in the financial institutions, although successively some of them ac- 
quired their own independence. In Italy the prevalent structure is that of 
closed-end funds, similarly to the Anglo-Saxon limited partnership. The 
principal peculiarity depends on the fact that the largest operators in ven- 
ture capital sector are of a captive nature, or rather held by a bank, along- 
side several private companies. A second peculiarity, common to the ma- 
jority of European venture capital companies, relates to the type of 
investments chosen, concentrated for a 90% in buyout operations. A third 
characteristic relates to the lesser specialisation by sector of European 
funds, where only in recent years have “niche” products been developed, 
compared to the available offer in the United States. 



3.3 How to Raise Funds 

The fundraising represents a fundamental step for the concrete realisation 
of the successive investment strategy. Moreover, on average the fundrais- 
ing phase lasts not less than one year and absorbs considerable resources in 
terms of time and costs. Therefore the fundraising strategy should be 
planned carefully, identifying the categoiy of investors potentially inter- 
ested in the initiative and establishing the kind of approach to be taken. 

The principal channel for venture capital fundraising is by direct contact 
between company and investors. These contacts are often established using 
previous direct contacts with the investors or thanks to the creation of a 
network of contacts. For a recently formed company this latter is initially 
developed through common acquaintances and the intervention of agents. 





3 Funding Processes 63 



Only in a second phase, when the venture capital company has established 
its own reputation in the market, if not a true brand name, the network of 
contacts tends to widen due to the investors initiatives and the venture 
capitalist encounters less difficulty in gaining credibility. In recent years 
alternative channels have arisen for the fundraising, in particular via Inter- 
net. The phenomenon, however limited to a few examples, appears to be 
characterized more by a promotional and marketing aim rather than being 
an effective distributive channel. 

The fundraising strategy will be profoundly influenced by the circum- 
stances whether the fund is encountering its first experience or represents 
the continuation of a previous initiative. In fact in the first case the absence 
of a track record and the necessity to develop a network of contacts makes 
the exercise rather complex and burdensome. Further variables that can af- 
fect the fundraising methodology (technique, strategy, ...) are the size of 
the fund, the number of reports already in existence and the availability of 
managerial resources for the fundraising. 

In the latter case an important decision must be made in relation to the 
possible use of the services of a placement agent, i.e. a specialised operator 
that can count on numerous relationships with potentially useful clientele 
for the raising of capital and, at the same time, in virtue of its experience 
can contribute to the definition of the characteristics of the fund and the 
marketing strategy to follow for the placement. The choice to take advan- 
tage of a placement agent is thus considered at the outset, given the neces- 
sity for its involvement from the very initial stages. On the other hand, the 
agents do not appreciate being called for a placement to resolve difficult 
situations in the fundraising. Therefore, when choosing just for the place- 
ment strategy, the general partner or manager of the fund must consider the 
advantages in terms of enlarging and diversifying the relationships with 
the investors. This acquires value in the short term as it can facilitate a 
quicker conclusion to the fundraising, also due to the greater experience of 
the agent, who often is capable of identifying more effectively the target 
clientele potentially interested in the initiative. In the long term, the 
enlargement of the potential investor base represents an important element 
for the consolidation of the manager’s success, as it enlarges the reputation 
and reduces the dependence on a narrow group of initial investors. A fur- 
ther advantage deriving from the employment of an agent for the fundrais- 
ing activity is the saving of time and energy for the manager, who can 
therefore concentrate his efforts on other critical activities such as the se- 
lection of investments. Meanwhile it is necessary to consider the cost of 
employing a placement agent. Normally the remuneration consists of a 
commission, which is generally high, applied only in the case of success. 
The most convincing argument is probably the cost of a failure in the fund- 
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ing phase, which consists in the fixed costs already sustained by the ven- 
ture capital company (e.g. legal expenses) and in the loss of image for the 
company itself. 

Once chosen the channel and parties to be employed in the fundraising, 
the next step is to identify the target market and develop the fundraising 
strategy. For a representation of the process see Fig. 3.3. 

1 . Identification of the target market 

The definition of the potential clientele interested in investing in the 
fund represents the starting point for the fundraising. Attention must 
first be given to potential domestic clients, as the confidence shown by 
domestic investors is an important signal in attracting the confidence of 
foreign capital. On the other hand this latter is often essential in com- 
pleting the fundraising, given that few non-United States funds succeed 
in completing the process in a totally domestic environment. In addition 
to this the foreign investors take into account other information, such as 
the economic prospects of the country where the fund is originated, the 
characteristics of its capital markets, the presence of interesting entre- 
preneurial initiatives, etc. 

The size of the fund becomes particularly significant when there is an 
interest to involve large institutional investors in the initiative. For ex- 
ample in the United States these investors are generally prepared to in- 
vest a minimum quota varying between 10,000 and 50,000 dollars, on 
condition that this amount does not represent more than 10% of the 
fund. This means that directing the offer to United States investors only 
makes sense for initiatives of a significant size (200-300 million of dol- 
lars). Moreover, this conclusion is reached also in consideration of the 
marketing costs a placement in the United States would have for a 
European operator. 

In the selection of potential clients it is also necessary to note the 
increasing role played by gatekeepers, i.e. e. institutional investors that 
offer consulting or management services for pension funds and fund of 
funds. Originated in the United States, but now also relevant in Europe, 
the gatekeepers raise funds from small or medium sized institutions, 
large institutions with no experts in the private equity sector or high net 
worth individuals who wish to invest in private equity initiatives. Given 
the attention and severity with which the gatekeepers select and follow 
their own investments, their presence in a venture capital fund repre- 
sents a useful positive signal in attracting further potential clients. Thus 
the particular attention given to the involvement of gatekeepers from 
the early phases in the fundraising. 
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In the European context it is frequent for banks or consulting compa- 
nies with a well-known and widespread reputation to sponsor the fund. 
The purpose of the sponsorship is to offer a form of reassurance to the 
investors on the validity of the venture capital company, which is often 
small and little known, in new and under-developed markets. Neverthe- 
less the sponsorship obviously involves costs, such as profit sharing 
with the venture capital company in terms of fees or as a consequence 
of an effective holding in the share capital. Moreover, if the sponsor is a 
bank or a financial intermediary the sponsor are likely to take part in 
the investment decisions, with potential advantages in terms of capabil- 
ity in selecting and evaluating the investments but also with possible 
conflicts of interest. 
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Fig. 3.3. The process of fundraising in venture capital 



The sponsor must however be ready to show his track record (for ex- 
ample towards potential foreign investors), without making exclusive 
reliance on his local reputation. When selecting the sponsor it is also 
necessary to consider that the professional specialisation of the sponsor 











66 Manuela Geranio 



contributes to the quality of the message sent to the potential investors; 
that is, a commercial bank or consulting company specialising in M&A 
deals does not always represent the most suitable sponsor in strengthen- 
ing and enhancing the competences of a venture capital company. 

2. Pre-marketing 

This phase focuses on sounding the potential market for the project, in 
order to evaluate the interest and gather useful information for the final 
structure of the new investment proposal. Normally this occurs through 
meetings with existing investors, in order to update them on the new 
possible initiatives. Moreover, meetings of a purely informative nature 
will be made with new potential investors. 

3. Definition of the fund structure 

Once gained the approval of the market through the pre-marketing con- 
tacts, the fund structure must be defined, in cooperation with legal and 
fiscal consultants. This phase ends up when the first version of the plac- 
ing memorandum is established and successively verified. 

The definition of the structure of the project and the drawing up of the 
relative documents must aim at eliminating as far as possible the legal, 
fiscal and technical factors that could discourage the investors. They of- 
ten receive numerous proposals and the first rapid selection is based on 
simplicity and transparency. Usually the investors appreciate compara- 
ble structures with previous investments undertaken, that clearly spec- 
ify the fiscal impact and states possible conflicts of interest (e.g. the in- 
vestment policy of a new fund compared to that already existent). 

4. Preparation and distribution of informative material 

In this phase the final version of the placing memorandum is prepared 
together with any other useful documentation in response to the re- 
quests of potential investors. 

The placing memorandum represents the first crucial occasion to pre- 
sent the venture capital company. The document must therefore en- 
hance the investment proposed, highlighting past experience, current 
activity and gains realised for the investors, as well as differentiation 
factors from competitors. In the presence of legal difficulties that delay 
the publication of the document some companies shows this informa- 
tion, not yet finalised to the sale of a quota in the fund, in an intermedi- 
ate informative publication, to promote the manager’s image. 

The placing memorandum comprehends essentially three parts: 
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the investment proposal and track record (attractiveness of the geo- 
graphical area and sector, timing of the initiative, competitive advan- 
tages of the fund, etc) 

the terms and conditions of subscribing (size of the fund, timing of the 
payments, remuneration, reporting, management costs, etc.) 

the legal structure, the fiscal and regulatory aspects (legal structure, 
place of jurisdiction, restrictions to investments, etc). 

To the memorandum further documents are often added in response to 
specific requests from potential investors. Among these in particular the 
side letters, which confirm the absence of privileged investors. 

5. Frequent meetings with potential investors 

Meetings are useful to present the investment to the previous investors 
and raising of the first indicative domestic adherences. At the same 
time meetings are organized to propose the project to potential inves- 
tors already contacted in the pre-marketing phase. International road 
shows can are also be organized to present the project to potential for- 
eign investors. 

The intensity and frequency of the meetings vary depending on the 
level of previous acquaintance already existing between the parties. In 
order to obtain the confidence of a new investor, for example, often at 
least four individual meetings are necessary, while with previous inves- 
tors two meetings may be enough. 

6. Due diligence 

Investors and placement agents usually request numerous additional in- 
formation in order to evaluate the proposed initiative. A rather signifi- 
cant value is attributed to the references of other managers of closed- 
end funds, or professionals involved in the investments under realisa- 
tion, directors of the companies financed, previous investors, banks 
and partners. 

The managers must however be prepared to offer precise information, if 
not contained in the memorandum, relating to the track record of past 
initiatives, specifying for each one the details relative to the structure of 
the operation, cash flows, growth of the investments and values and 
timing of exiting. At the same time it is useful to offer a list of refer- 
ences, previously advised, about the possible request for information 
from potential investors. 
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7. Preparation of the legal documentation 

Sending of the legal documentation to the probable adhering investors 
(partnership agreements, copy of contract, fiscal and legal matters, etc.) 

8. Conclusion of the operation 

Gathering of the definitive adherents (possibly in two rounds, one for 
domestic and previous investors, the other for new/foreign investors). 

A final observation relates to the consolidation of the relationships with 
the investors after the beginning of the project. Maintaining an active and 
transparent relationship during the life of the fund is fundamental to guar- 
antee the success of new initiatives in the future (according to some ex- 
perts a good manager must obtain approximately a 70% retention rate of 
investors). The most common techniques adopted are the sending of peri- 
odic information (usually on a quarterly basis) and the organisation of di- 
rect meetings with the most important investors. 

As already mentioned the fundraising phase requires a considerable ab- 
sorption of resources. The management must dedicate time to the realisa- 
tion of the placing memorandum, to the definition and realisation of the 
marketing presentations, to telephone contacts and meetings with potential 
investors (three or four steps with the same institution are not rare). 

The costs of the legal and fiscal consultants vary between 300,000 and 
500,000 Euro, depending on the complexity of the operation (i.e. costs that 
in case of failure during the fundraising phase represent a net loss for the 
venture capital company). Moreover a further compensation for marketing 
consultemts should be added. If the company decides to employ a place- 
ment agent there is also a commission of about 2% of the capital raised, as 
well as the reimbursement of the costs sustained by the agent during the 
promotional activity. However, it is necessary to remember that the time 
and resources employed in the development of relations with the investors 
is itself a long-term investment. As a matter of facts, if it is not rare that at 
the launch of the first initiative a fund succeeds in obtaining capital from 
one investor for every ten contacts, it is likewise true that if a fund 
achieves good performance a large part of the initial investors will proba- 
bly show greater interest in future investments. 



3.4 The Current Funding Policies in Italy 

The Italian offer of venture capital funds is influenced by the rather recent 
development of this sector in the country. As shown in Table 3.1 and Fig. 
3.4, in the two-year period 1999-2000 the fundraising more than doubled 
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compared to the previous two years; the investments made have increased 
even more evidently, as for the first time in 2000 they exceeded the capital 
raised. Previously, in fact, the balance between fundraising and invest- 
ments made by Italian companies, technically defined as overhang, was 
always positive, due to the presence of companies who raised funds with- 
out completely using them for the investments. The growth process of ven- 
ture capital funds however suffered a sudden halt in the first half of 2001, 
during which both the fundraising and the investments substantially halved 
compared to the first half of 2000 (when the capital raised amounted to 
1,320 million of Euro). Moreover the overhang in the last six-month period 
was negative, thus showing that some companies financed part of the in- 
vestments with funds raised in previous periods. 



Table 3.1. Capital raised and invested in Venture Capital in Italy (millions of Eu- 
ro) 



ITALIAN 

MARKET 


1997 


1998 


1999 


2000 


2001 (First 
six months) 


Capital 

Raised 


1,068 


1,052 


2,207 


2,925 


513 


Capital 

Invested 


602 


944 


1,779 


2,969 


674 


Overhang 


466 


108 


428 


-44 


-161 



Sotuce: AIFI, 2001 




Fig. 3.4. Capital raised and invested in Italy (Source: our elaboration AIFI data 
2001) 



The slowdown is certainly due to the worsening economic climate and 
the crisis arising particularly in the new economy sector, rather than spe- 
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cific to problems in the Italian venture capital industry. In fact at the Euro- 
pean leveh there has been a reduction in the volumes invested in the first 
six-months of 2001 equal to 17.4% compared to the first six-months of 
2000. Even more significant was the reduction in the amounts raised (- 
78%) and investments made (-73%) in the United States market, where 
over 81% of the funds were invested in follow-on projects already exist- 
ing, thus underlining the tendency of consolidating existing portfolios in 
expectation of an improvement in the general economic contexts 

A further signal of the attractiveness of the venture capital sector for the 
lenders of funds in Italy is the proportion between the capital freed from 
exiting and the new resources raised and employed, as shown in Tab. 3.2. 

Table 3.2. Exit, investments and funds raised for Venture Capital sector in Italy 



1999 



2000 



2001 (First six 
months) 





Number 


Million 

Euro 


Number 


Million 

Euro 


Number 


Million 

Euro 


A - Exit 


170 


1,119 


186 


900 


88 


302 


B-New 

Investment 


390 


1,779 


646 


2,969 


295 


674 


C - Raised 




2,207 




2,925 




513 


A/B 


44% 


63% 


29% 


30% 


30% 


45% 


A/C 




51% 




31% 




59% 



Source: our elaboration EVCA data 



The most recent data show a rather volatile relationship between exiting 
and new capital raised (index A/C), which varies between 30% and 60%. 
This means that the venture capital sector attracts greater financial re- 
sources than it liberates, although in the Italian case we do not know if and 
how much of the capital arising on exit is reinvested in new venture capital 
projects. Comparing the number of the exits with the new investments (in- 
dex A/B) we get a ratio between 44% and 30%. This data also confirms 
that the projects concluded are more than substituted by the new ones un- 
dertaken, thus confirming the vitality of the sector beyond the present con- 
ditions. 



EVCA data October 2001 based on a sample composed of 58% of the European 
Venture capital companies. 

^ EVCA data October 2001 . 
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In order to identify the most active investor categories in the Italian 
market, reference is made in Fig. 3.5, which relates to the type of fundrais- 
ing sources. In Italy over 70% of the funds are raised from independent 
companies, against 25% from captive companies. The number of inde- 
pendent companies is slightly above the European average. 

In greater detail we can examine the Italian fundraising by type of inves- 
tor, whose data are currently available only for the three-year period 1998- 
2000 (see Table 3.3). Most of the funds come from holding companies, al- 
though there is not an unequivocal trend in the period. 




I B Indipendent funds raised ■ Amount raised by captives 

I BRealised Capital Gains 



Fig. 3.5. Funds raised by source 



However, if we add the quota relative to industrial groups to the first 
category, a more stable proportion between 40% and 50% is obtained. 
Banks increased their presence during 2000, taking their quota of funds 
raised to approximately one quarter. Vice versa, the individual investors 
quickly reduced their share. On the other hand, the growth of capital re- 
ceived from funds of funds and, although in a reduced manner, from insur- 
ance companies and pension funds, shows how the individual savings pre- 
viously channelled directly into venture capital are now probably involved 
in more or less innovative forms of managed savings. Finally, the re- 
employment of the capital gains realised in new initiatives contributes 
rather modestly, due to the limited size of exits and the young age of the 
average initiatives undertaken in Italy. 
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Table 3.3. Capital raised by type of investor 



CAPITAL RAISED 


1998 


1999 


2000 


2001 

(Europe) 


Holding Companies 


32% 


49% 


24% 


io”^^ 


Individual Investors 


26% 


6% 


9% 


7% 


Banks 


16% 


11% 


24% 


20% 


Industrial Groups 


8% 


6% 


19% 


- 


Pension Funds 


6% 


5% 


3% 


22% 


Insurance Compa- 
nies 


2% 


5% 


3% 


12% 


Capital Gain 


5% 


6% 


3% 


8% 


Fund of Fund 




9% 


10% 


10% 


Other 


5% 


3% 


4% 


11% 


TOTAL 


100% 


100% 


100% 


100% 



Source: Aifi and EVCA 2001 




Italy Europe France Germany UK 



■ Corporate investors GPrivate individuals 

□ Governement Agencies ■ Banks 

■ Pension Funds ■Insurance companies 

■ Fund of funds QAcademic Institutions 

caCapital markets ■Not available 

■Realised. Capital Gams . __ 



Fig. 3.6. Funds raised by type of investor 

In terms of international comparison Fig. 3.6 shows a representation of 
the different types of investors in Italy and in the principal European coun- 
tries (France, Italy, Germany and Great Britain representing jointly over 
70% of the European market by volume). In Italy the presence of corporate 
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and banking investors is above the international average; moreover, the in- 
dividual investor’s involvement is among the highest, while the presence 
of pension funds and insurance companies is considerably lower. 

In relation to the geographic source of the capital raised (see Fig. 3.7) 
the domestic fundraising share is approximately 50%, while the remaining 
capital raised by Italian operators comes for a 35% from the European con- 
tinent and for a 15% from other countries. Compared to the European av- 
erage, the Italian venture capitalists attract less capital from non-European 
countries, although this does not represent an exception (e. g. the Germany 
situation). The most internationalised operators from the fundraising view- 
point are the British ones, who raise approximately 50% of the funds for 
venture capital activities from abroad. 

100% 



80% 



60% 



40% 



20% 



0% 

! ii Domestic □ Other European Countries 

\ B Non European Countries 




Fig. 3.7. Geographic source of funds raised 

The Italian venture capitalists manage almost (93%) of the resources 
raised in Italy. Table 3.4 shows the total funds raised in each country di- 
vided by the nationality of the fund manager. The Italian proportion is 
largely above the European average (72%) and that of the main countries 
analysed (85%). The high presence of domestic management is mainly due 
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to the fact that Italy shows strong barriers to international fundraising 
competition. 

Table 3.4. Management of the domestic funds by domestic venture capitalists 
(millions of euro and %) 



Italy Europe 



€ 

Domestic 

funds 

managed 

1 , 38 ' 

mestic 

Venture 

Capita- 

lists 

Domestic 

funds 

managed 

101 

reign 

Venture 

Capita- 

lists 



% € % 



93 25,185 72 



7 9,931 28 



Total 

Domestic 1,488 100 35,116 100 

Funds 



Source: elaboration EVCA data 2000 



France 
€ % 



4,317 85 



770 15 



5,087 100 



Germany 
€ % 



4,863 85 



879 15 



5,742 100 



UK 

€ % 



6,479 85 



1,100 15 



7,579 100 



This situation may be attributable to two complementary factors. Firstly, 
it should again be underlined the recent development of the venture capital 
market in Italy: therefore many foreign operators may have slowed down 
their entry in foreign fundraising, due to their domestic commitment and to 
the need to develop contacts, acquaintances and relationships in recently 
formed foreign markets. Secondly, the source of funds for Italian venture 
capital is strongly concentrated among banks and corporate operators and 
this may create obstacles to the entry of foreign venture capitalists. In par- 
ticular in the case of banks it is evident that funds normally entrust the 
management within the bank or a management company belonging to the 
same banking group (i.e. for closed-end funds), leaving little space to third 
parties. The sector which is currently most permeable to the entry of new 
foreign operators for fundraising is probably that of pension funds, given 
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the greater experience of other countries in this sector. The timing for the 
growth of this sector however does not appear to be a short time horizon. 

In completing the analysis of the fundraising it is useful to examine the 
division by type of investment target. Table 3.5 shows in the Italian market 
a progressive increase in the early stage investments, due to the diffusion 
of knowledge and presence of new operators capable of evaluating and op- 
erating in riskier activities. The last six-month period shows a greater in- 
terest for expansion investments, given the necessity to consolidate the ini- 
tiatives in portfolio and the preference for investments with contained risks 
against the uncertain economic backdrop. Finally, it should be noted that 
buyout operations have historically shown constant growth, however 
abruptly interrupted in the last six-month period. 

Table 3.5. Funds raised by type of investment target in Italy 





1998 


1999 


2000 


2001 (First six 
months) 


Early Stage 


7% 


21% 


33% 


54% 


Expansion 


16% 


42% 


25% 


39% 


Buy Out 


27% 


36% 


40% 


4% 


Other 


50% 


1% 


2% 


3% 


TOTAL 


1005 


100% 


100% 


100% 



Source: AIFI 2001 

The international comparison (see Fig. 3.8) signals that the Italian 
prevalence for early stage projects in 2000 is above the European average 
and very similar to the German case (although in Germany these early 
stage investments did not relate solely to the high tech sector, as was the 
case of Italy). 

Finally it may be interesting to analyze the operations by category of 
operators, i.e. the intermediaries who perform the functional fundraising 
after the investment is made. Fundraising and investment are two phases 
particularly interconnected in the venture capital sector, given the necessity 
to explain clearly in the funding phase the types of investment to which the 
funds will be destined. 
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IOOP /0 

9 OP /0 

80% 

TOP/o 

60% 

50% 

40% 

30% 

2CP/o 

10% 

0 % 



a Early stage+igh Tech 


■ Brly stageNji Hgh Tech 


□ Ejqaision - l-fc^ Tech 


■ Expaision - Men l-yi Tech 


■ BuyCU 






Fig. 3.8. Expected allocation of funds raised (Source: our elaboration on EVCA 
data 2000) 



Table 3.6. Number of investments by category of operators 



INVESTORS 


Number of Investments 




Data in % 




1997 


1998 


1999 


2000 


1997 


1998 


1999 


2000 


Italian banks 


53 


93 


93 


119 


23% 


35% 


24% 


18% 


Public operators 


59 


60 


62 


82 


25% 


22% 


16% 


13% 


Regional financi- 


57 


42 


55 


54 


24% 


16% 


14% 


8% 


ers 

Private/industrial 


15 


15 


23 


42 


6% 


6% 


6% 


7% 



operators 
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Table 3.6 (cont.) 



INVFSTORS 


Number of Investments 




Data in % 






1997 


1998 


1999 


2000 


1997 


1998 


1999 


2000 


Italian closed 
funds 


12 


19 


50 


41 


5% 


13% 


13% 


6% 


International 
operators 
Advisor of VC 


38 


40 


107 


233 


16% 


27% 


27% 


36% 


funds 

Advisor of PE 
funds 








69 








11% 


Emission of fo- 








6 








1% 


reign bank 
TOTAL 


234 


269 


390 


646 


100% 


100% 


100% 


100% 



Source: AIFI 2001 

It is therefore evident that the total number of investments made has in- 
creased from 15% in 1997 and 1998, to 45% in 1998 and 1999, to 65% in 
1999 and 2000 (see Table 3.6). The growing trend of amounts paid is even 
more evident, as it was respectively 57%, 88%, 65% (see Table 3.7). Con- 
sequently, as illustrated in Table 3.8, the average amount of the investment 
has increased too. 



Table 3.7. Amount invested by category of operators 

Investors Amounts in million euro Data in % 





1997 


1998 


1999 


2000 


1997 


1998 


1999 


2000 


Italian banks 


168 


279 


547 


647 


28% 


30% 


31% 


22% 


Public operators 


69 


75 


100 


138 


12% 


8% 


6% 


5% 


Regional financi- 


44 


17 


31 


30 


7% 


2% 


2% 


1% 


ers 


Private/industrial 


98 


189 


132 


81 


16% 


20% 


7% 


3% 


operators 


Italian closed 


39 


84 


159 


120 


7% 


9% 


9% 


4% 


funds 


International op- 


182 


301 


811 




30% 


32% 


46% 





erators 

Advisor of VC 369 12% 

funds 

Advisor of PE 1,395 47% 

funds 

Emission by for- 1 89 6% 

eign bank 

TOTAL 602 944 1,780 2,968 100% 100% 100% 100% 

Source: AlFl 2001 
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The most active operators in Italy, both in terms of amount invested and 
number of investments undertaken are the managers of venture capital and 
private equity, who realised 47% of the total operations by number and 
59% by amount. These operators are largely international (in the past they 
were identified by the item “international operators”). This evidences a 
greater internationalisation of the Italian venture capital market from the 
investment perspective compared to that of the fundraising (or rather the 
foreign investors are more prepared to invest funds previously raised else- 
where that finance Italian projects rather than raise funds from Italian in- 
vestors). In the second position we find Italian banks, which represent 18% 
of the investments and 22% of the volumes. In previous years, when the 
volume of activity was lower compared to the present day, the banks rep- 
resented an even greater share of the market. This is explained by the ma- 
jor role played by the banks in financing Italian companies, traditionally 
by debt capital and more recently also by risk capital, following the reduc- 
tion of constraints in undertaking industrial participations*. The share of 
banks in the venture capital investments has therefore reduced in the pre- 
vious two years not due to a reduction in volumes, that on the contrary 
have increased, but following the growing presence of other operators in 
the sector, principally the Italian and foreign fund managers. 

The public operators (public companies and cooperative associations) 
have a significant share both in terms of number of operations and vol- 
umes. In most cases the initiatives relate to promoting new entrepreneurs 
and economic growth in slow developing areas. Moreover, in some areas 
the initiatives undertaken by regional financiers are rapidly multiplying. 
This involves companies partly held by Regions that accept to operate in 
venture capital. At present, the most significant examples are in the North 
of Italy and in particular in those Regions with higher autonomy from the 
state government (i.e. Friuli, Trentino). That is, the most interesting entre- 
preneurial initiatives and the greater freedom of action deriving from the 
regional autonomy obviously favour the operator. As for the role of private 
investors and industrial companies, we notice a basically stable but con- 
tained share in terms of number of operations; while in terms of volumes 
the share has decreased due to the entry of new operators. Finally, the con- 
tribution of closed-end Italian funds is limited although constantly grow- 
ing, due to the recent diffusion of these instruments and to the still poor 
development of pension funds in the Italian context. 

In terms of the average amount of investments (see Table 3.8) the larg- 
est shares are associated with private equity funds and especially if origi- 
nated by foreign banks, that prefer to finance a few selected operations of 



* Introduced by the new banking law in 1993. 
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rather considerable amount. This may be due to the greater expertise of 
larger operators, who are capable of evaluating more complex operations, 
and at the same time do not focus on smaller size investments as they are 
insufficient to cover the operation’s structural costs. The small size in- 
vestments refer to financing public entities, for the development of new 
small companies. 



Table 3.8. Average amount of the investment in Venture Capital in Italy 



AMOUNTS IN 
MILLION EURO 


1997 


1998 


1999 


2000 


Italian banks 


3.2 


3.0 


5.9 


5.4 


Public operators 


1.2 


1.2 


1.6 


1.6 


Regional finan- 
ciers 


0.8 


0.4 


0.6 


0.6 


Private/industrial 

operators 


6.5 


12.6 


5.7 


1.9 


Italian closed 
funds 


3.3 


4.4 


3.2 


2.9 


International o- 
perators 


4.8 


7.5 


7.6 




Advisor of VC 
funds 








1.6 


Advisor of PC 
funds 








20.2 


Emission by fo- 
reign bank 








31.4 


TOTAL 


2.6 


3.5 


4.6 


4.6 


Source: AIFI 2001 



3.5 Conclusions 

The analysis performed in the present chapter allows us to assert that the 
fundraising in the Italian market still appears as a rather concentrated proc- 
ess in terms of type of operators and method of operating. 

The most active operators are represented by banks and other financial 
captive operators (managers of closed-end funds). The fundraising is thus 
prevalently realised in a semi-direct manner (often between financial in- 
termediaries) or in case of private investors through a network of pre- 
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existing relationships. The fundraising method in Italy is thus strongly in- 
fluenced by the institutional characteristic of the financial system, founded 
on the centrality of the credit intermediation. Unfortunately the lack of ex- 
plicit information on fundraising strategies from venture capital companies 
and the fact that the few data available on this topic come from an unique 
source limits at the moment a more detailed description of the specific Ital- 
ian reality. 

Domestic operators almost exclusively manage the resources raised in 
Italy. Funding Italian venture capital companies however does not limit it- 
self to the national boundaries. More frequently Italian companies raise 
funds from foreign investors, due to the growing interest of foreign institu- 
tional investors for a greater international diversification of their portfolio. 
At present the greatest efforts appear to focus on the main American inves- 
tors, though the Euro will facilitate a growth in European fundraising. 
Therefore this context represents an ideal ground for the growth of Italian 
companies, as long as there is still a constant growth in terms of volumes 
exchanged. A more severe competitive threat could emerge with the en- 
trance of the sector in a mature phase, first abroad than in Italy, and the 
worsening of the economic climate. These factors could in fact encourage 
greater fundraising activity in our country by foreign operators with con- 
solidated reputations. Hence a warning for Italian companies to consoli- 
date without delay their own reputations in the internal and international 
markets, in preparation for the greater competition challenge in the near fu- 
ture. 





4 The Valuation of the Target Company^ 



Stefano Gatti 



4.1 Introduction 

The topic of company valuation is crucial when talking of investment poli- 
cies put in place by venture capitalists. In the past few months we have ex- 
perienced both here in Europe and in USA a hype on technology stocks 
that has fevered the stock markets of both continents. Prices have surged to 
unexpected levels in a short period of time and at the end they have lost 
contact with the fundamentals of the issuing firms.^ 

What has happened after march 2000 has shown that many stocks had 
been overvalued, that new metrics of value had been developed only to 
justify the extremely high prices of stocks, that too much money had been 
routed to venture capitalists without sound investment policies, that finally 
many investors had not exactly understood where the value of firms laid. 
Now that prices have come back to more reasonable levels, the participants 
to the market of high tech firms are turning back to an assessment of com- 
pany value rooted on more traditional methods of valuation; market multi- 
ples and the more complex real options models have progressively disap- 
peared from the scene. 



' I would like to thank Claudio Giacomiello for his precious help in writing para- 
graphs from 4.4. 1.1 to 4.4. 1.3. The final responsibility for the chapter contents is 
of course mine. 

^ As some authors suggest (Lewis 1999), the phenomenon of IPO’s of technology 
companies without profits began with Netscape. Six months after Jim Clark foun- 
ded Netscape , he agitated for the company to go public. The company had few 
revenues, no profits, and a lot of employees. No one else inside the company 
thought it should do anything but keep its head down and try to become a viable 
enterprise. But Clark said there was a reason for this: he needed more money to 
buy a big new boat. The first day of trading the price of Netscape shares rose from 
$12 to 48$, and three months later it was $140. The IPO gave credibility to anar- 
chy and anything could be quoted. The example of Netscape is representative of 
what happened during 1999 and 2000. According to IBES consensus estimates in 
March 2000, in terms of price to 1999 sales, Nasdaq 100 was trading at 1 lx, S&P 
500 at 2. lx and DJIA at 1.7x. Amazon was trading at 14.2x, Ariba at 400x and 
Siebel Systems at 530x. Everyone can see the end of the story reflected in current 
stock prices. 
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The cruciality of company valuation, at the very end, is evident consid- 
ering that, after the signing of the confidentiality agreement, the due dili- 
gence phase and the bargaining between the equity holders of the target 
company and the investment company, the closing of the deal lays on the 
agreement about the amount of money that is required by the firm and 
about the number of shares that the shareholders are open to give up in fa- 
vor of the venture capitalist. 

The importance of the topic is more evident when the valuation con- 
cerns a high tech company^ with no history (or a limited track record), 
highly risky and often with poor economic and financial performance. In 
this situation, the funding of development cannot come from traditional 
bank loans and a large part of its financial needs must be matched with eq- 
uity capital from investment companies. As a consequence, the determina- 
tion of the correct price of an equity stake becomes one of the most impor- 
tant key success factors in the venture capital industry. 

Moreover, apart from the acquisition of an equity stake by an invest- 
ment company, the theme of valuation is also important for high tech firms 
in other situations, mainly due to the rapid and constant evolution of the 
sectors in which they operate: 

1 . the structuring of a partnership or joint ventures with other firms; 

2. mergers with other companies; 

3 . an initial public offering of stocks on the capital market. 

In this chapter, we will address some of the questions outlined above. 
More precisely, we will focus on how to choose a proper method of valua- 
tion for high tech companies and the main cautions that the use of each one 
requires. In the following paragraph we will explain the determinants af- 
fecting the choice of a specific valuation method among the different op- 



^ The precise definition of high tech company is not agreed among pratictioners 
and academics. In this chapter, our position is to consider the concept of high tech 
in a broad sense, including ICT, computer industry (hardware, software and semi- 
conductors), internet and web, electronics, engineering, robotics, advanced chem- 
istry, pharmaceutical, biotechnology/bioengineering, aerospace/aeronautics and 
telecom. Although in the paper we refer generally to high tech firms, it’s easy to 
notice that some of the industries are still based on tangible capital (see for exam- 
ple the computer industry, electronics or telecom) while others are strongly linked 
to unbooked assets as marketing or R&D (take for example the internet related 
business or biotechnology); for the former traditional methods can be adapted in 
an easier way, for the latter old methods remain useful but more attention has to be 
used in order to apply them in a correct way. For definitions of high tech see Web- 
Based high tech company directory available at www.corptech.com. 
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tions available. In paragraph 4.3 we will show the special features of a new 
economy firm and the consequences for the valuation of the equity capital. 
In paragraph 4.4 we will briefly review the basic concepts underpinning 
the methods traditionally used for estimating the value of the firms and 
will explain why these methods cannot be straightforwardly applied to 
high tech companies. Finally, paragraph 4.5 concludes and indicates some 
further developments for future research on this topic. 

The aim of this chapter is neither an in-depth analysis of all the techni- 
calities of the different evaluation methods nor the discussion on the more 
recent real options evaluation models. Interested readers can address to the 
books cited in the references list for a thorough analysis of these aspects. 
On the contraiy, we will give as known the basic principles of company 
valuation and will rather focus the attention on the solutions aimed at 
adapting the methods to high tech firms. 



4.2 The Determinants in the Choice of a Valuation Method 

The first problem addressed by someone valuing a company is how to 
choose a proper method of valuation. Put differently, given that different 
methods are available in practice, which is the most suitable for the com- 
pany to be estimated? 

This is a common problem in valuation, for old economy firms too. For 
this reason, we start considering the main factors that could affect the 
choice: this is particularly useful in the field of high tech firms because not 
all of them share the same value drivers. 

At the very end, the determinants in the choice can be summed up in the 
following four; 

1 . the country in which the company that has to be estimated is set up; 

2. the industry in which it operates; 

3. the availability and the reliability of data on which the valuation is 
based; 

4. the status of quoted company. 



4.2.1 The Country in Which the Target Company is Set up 

This factor is important considering that in Europe and in USA most part 
of venture capitalists are interested in assembling a portfolio of companies 
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operating in the same industry but not necessarily in the same country. 
When co-investment agreements are set up between domestic and interna- 
tional investment companies, this situation becomes more frequent. 

When a company has to be appraised, the parts of the transaction must 
be aware that the traditional best practices in different countries aren’t nec- 
essarily the same. This is an important point for a successful closing of the 
deal. If a venture capitalist estimates the value through a method that is not 
commonly used in the country or, worse, not accepted by the counterpart 
and its advisors, the probability of the deal closing is strongly reduced. The 
differences in the best practices of valuation among the countries - espe- 
cially between Continental Europe and Anglosaxon countries - are becom- 
ing lightef; anyway, they are still in effect. 

Continental Europe has traditionally seen academics and pratictioners 
opting for a valuation based on data taken from the balance sheets or in- 
come statements of a firm. Income-based methods or balance-sheet based 
methods - sometimes mixed together - are still used in Italy, Germany, 
France in deals of companies. Decidedly less used are cash flow based 
methods and market based (or multiple) methods; not the former, consider- 
ing the high level of subjectivity surrounding the final estimation of value; 
not the latter, given the reduced importance of stock exchanges and capital 
markets in the financial systems of Continental Europe countries.^ 

The position of anglosaxon colleagues is opposite. They argue that the 
value of the firm lays only on the attitude of the firm to generate positive 
free cash flows to debt and equity holders. Moreover, if a company is go- 
ing public, their assumption is that the value could not be too far from the 
prices the markets are open to pay for similar companies. That’s why the 
use of multiples of figures like net earnings, EBIT or EBITDA are com- 
monly used by most investment banks. 



“ Americans for example are using the concept of EVA, very close to the “good- 
will” of the European tradition; European venture capitalists and investment com- 
panies are increasingly using free cash flow or multiples for valuing not only high 
tech firms but also old economy ones. This is not surprising given the pace of the 
globalisation of financial markets and relative practices. 

* In Italy, the use of net worth based methods or earning methods has been ratified 
also at a statutory level by the Bank of Italy which recommend these metrics for 
the valuation of companies included in closed funds portfolios. Cash flow methods 
are recalled but not openly recommended (AIFI 1996). 
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4.2.2 The Company Industry 

It’s common sense that different industries have different value drivers. 
These value drivers tell the professional where the value of a firm comes 
from. 

Common sense tells also that industries in which the tangible capital 
(fixed assets and working capital) is a large part of the capital employed by 
a firm - think for example to the manufacturing of metals, banking and in- 
surance, chemistry or the real estate business - the value of such capital 
should count in the final valuation, maybe mixed with the results given by 
other methods 

Other sectors in the old and the new economy - take the example of 
fashion or consulting or, in the new economy, biotechnology or internet- 
related firms - do not show large amounts of capital invested because large 
part of their competitive strength is due to intangible assets that do not find 
place in the balance sheet (they are unbooked assets). Brand equity, R&D 
or marketing expenses aren’t accounted as assets because the legislations 
of many countries do not allow this practice. Anyway, there’s no doubt 
that these costs will have a beneficial effect on future performance of a 
company. 

It can be easily understood that in such sectors, only cash flow based 
methods or income based methods can give a correct estimate of the com- 
pany value. As we will show in next paragraph and paragraph 4.4, how- 
ever, some adjustments made to the traditional balance sheet based meth- 
ods (especially a cost based approach using the reproduction value of 
intangible assets) allow an application also to high tech firms, especially to 
biotech firms. 

4.2.3 Data Availability and Reliability 

The choice among the methods available for the valuation is strongly in- 
fluenced by the availability of data on the firm, its markets, the future evo- 
lution of the sectors, the competitors. More important, the availability 



* Actually, balance sheet based methods and income based or cash flow based 
methods are strictly linked one another. The tangible capital (and the intangible 
capital, indeed) is what the company can use today in order to obtain in the future 
a stream of net income or cash flow. That’s why the estimation of a company with 
a simple balance sheet method is not correct; it considers only the wealth of the 
company today but fails to recognize that the value is generated only through a 
correct use of present wealth and, as a consequence, by the revenues produced by 
the capital. 
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should encompass data regarding the past, the present and, above all, the 
future value of all the relevant variables affecting the performance of the 
firm. 

Together with the availability, the other key point is the reliability of the 
available data. On one side, we could experience a situation in which data 
are available and reliable; on the other side, data could lack or they would 
be available but not reliable. In this situation, the valuation carried out with 
cash flow or income based methods can be strongly subjective and sensi- 
tivities could not be of help. An estimation based on data from the past is 
probably more sound. 

On the contrary, the availability of reliable data on the firm and the 
competitors allow the professional to carry out the valuation with forward- 
looking methods (again, cash flow and income based methods). 

4.2.4 The Status of Quoted Company 

The fourth determinant in the choice of the proper valuation method is the 
availability of market prices referred to the stocks of the company. If a 
firm has publicly traded stocks, the valuation can be based - at least as a 
form of control of the consistency of other estimates - on the judgement of 
the market mirrored in the prices at which the stocks have been bought and 
sold during a not too short period of time. 

As we will discuss in depth in paragraph 4.4.3, the use of market prices 
can allow the analysts to calculate multiples derived from stock quotes of 
comparable firms. This can be a useful solution to the problem of valuation 
of high tech firms, especially for those with no history or with poor set of 
data available. Multiples derived from average values of ratios of similar 
companies can be easily obtainable for most part of high tech stock mar- 
kets; however, the main problem lays in finding companies sufficiently 
similar to the one to be valued. 



4.3 The Special Features of a High Tech Company and 
Their Effects on Valuation 

In the preceding paragraph, we have presented the factors affecting the 
choice of a valuation method. Net worth based methods, earnings based 
methods, cash flows based methods or market multiples are definitely the 
four main classes of methods used by professionals in order to cope with 
the problem of estimating the value of a functioning firm. Put differently, 
“old valuation metrics” tend to estimate the value of a firm by considering 
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net worth, net earnings, cash flows or multiples as good proxies of the fair 
value of the firm. 

Unfortunately, these four parameters are not viable for a high tech com- 
pany for the reasons discussed in the following pages. 

A high tech company has a low value if we look at its balance sheet: a 
large part of high tech firms (take for example the case of internet firms or 
biotech R&D laboratories) have a small amount of tangible assets in their 
balance sheet; their book value is not high, much part of the company 
value lays in “unbooked” assets represented by the present value of oppor- 
tunities (or “options”) the firm will be able to reap in the future. As we will 
discuss in the next paragraph, this feature of high tech firms strongly limits 
the use of net worth based methods. 

Figure 4.1 shows the difference between the balance sheet of a generic 
“old economy” and “new economy” firm. Although not referred to any 
specific industry, the figure is useful because it compares the different 
sources of value in the two firms: in the old economy a good part of the 
value can be referred to the difference between the market value of assets 
and liabilities and only a small part is generated by future growth opportu- 
nities (this part is smaller in mature industries in which the growth is not 
far from the growth rate of the whole economy). On the contrary, “new 
economy” firms have value because a large part of equity value is linked to 
the present value of future results in terms of income or cash flows. Unfor- 
tunately, this part does not find place in the balance sheet and book value 
for these companies is very low. 



Old economy firm New economy firm 



Balance Sheet Balance Sheet 







Market value 


Market value 
of outstanding 
debt 






Market value 
of asset 
in place 


Market value 
of outstanding 
debt 


Firm 




of asset 1 

in place 










(Book value) 
















value 

! 






(Book value) 




Equity 




Goodwill 














value 








1 




Goodwill 















Unbooked value of future 

' opportunities (PV of future 

growth in earnings/cash flows) 



Ehulty 

value 



Fig. 4.1. Balance sheet and company value in the new and old economy 
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A high tech company, especially if recently started up, has a poor earn- 
ings track record. This is a common feature also for old economy firms 
with few years of life but it becomes a crucial point for a venture capitalist 
whose business is exactly the investment in firms always at the beginning 
of their life. Newly bom firms cannot be estimated by discounting their net 
income to present because if the period in which the firms have negative 
results is sufficiently long the result could be negative. The result could be 
far more negative if the efforts made to establish a good posi- 
tion/brand/market quote generate large amounts of costs not paralleled by 
a corresponding increase in sales. This is particularly true for high tech 
firms whose R&D or marketing expenses cannot be - in most part of 
European countries - deferred or capitalized in the balance sheet.^ 

A high tech company shows poor free cash flows. We will discuss about 
the free cash flow (that is the cash generated by the company in excess of 
the investments in fixed and working capital). Here, we merely note that if 
a firm is at the beginning of its life, the building up of a stable business re- 
quires a large amount of investments (the larger the growth of the industry, 
the larger the amount of the investments needed) and, of course, of cash. 

Just to give the reader an illustrative example of the fast pace of growth 
in the internet-related business, in table 4.1 we have calculated the com- 
pound average growth rates of some business areas referred to the business 
to consumer (B2C) market in North America and Europe. The magnitude 
of the growth is impressive when considering that a “normal” growth rate 
of revenues in traditional industries equals 2/3% per year. Such impressive 
growth rates requires, all things being equal, large investments in working 
capital and fixed assets; if the cash available after these investments is 
negative for many years, the present value of equity will be negative too. 



’ lASC (International Accounting Standard Committee) is the body devoted to the 
issuance of international accounting principles. Although every european country 
is not obliged to include the international accounting standards in national legisla- 
tion, in many countries the national principles of Certified Public Accountants 
heavily rely on the IAS (International Accounting Standards) issued by the com- 
mittee. IAS 38, in particular, is devoted to the accounting treatment of intangible 
assets and allow capitalization of internally generated intangibles (but not of mar- 
keting and advertising costs) only when a defined set of criteria is fulfilled. Italian 
legislation is based on such a framework. 
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Table 4.1. Business to consumer e-commerce forecasts: breakdown of the value 
chain and cumulative armual growth rates 

Europe 





2001/00 


2002/01 


2003/02 


CAGR 

2000/03 


B2C E-commerce 


140,27% 


86,31% 


n.a. 


111,58% 


Sell-side Software 


35,65% 


23,69% 


12,77% 


23,68% 


Buy-side Software (E- 
procurement solutions) 


135,80% 


48,28% 


40,05% 


69,81% 


E-commerce related IT 
consulting services 

E-commerce related IT 


-6,53% 


22,71% 


n.a. 


7,10% 


development and inte- 
gration services 


25,77% 


41,81% 


n.a. 


33,55% 






North America 






2001/00 


2002/01 


2003/02 


CAGR 

2000/03 


B2C E-commerce 


72,49% 


44,22% 


n.a. 


57,73% 


Sell-side Software 


18,00% 


16,97% 


7,23% 


13,96% 


Buy-side Software (E- 
procurement solutions) 


63,64% 


25,91% 


14,72% 


33,21% 


E-commerce related IT 


n 


tl Ck 




Tl n 


consulting services 


11. d. 


11. a. 


11. d. 


11. d. 


E-commerce related 
IT development and 


n.a. 


n.a. 


n.a. 


n.a. 



integration services 

Source; our calculation based on European Information Technology Observatory, 
2000. 

Note: when data are not available, the Cagr is referred to the period 2000-2002; 
Europe include Western and Eastern Europe except for IT consulting services and 
IT development and integration services. 

A high tech company lacks of a sufficient number of market compara- 
bles. The exercise of valuation is quite easy for a professional if a com- 
pany is unique but has a sufficiently long set of accounting and market 
data or, on the contrary, has been recently set up but can be compared to 
other similar firms that have been in place for a sufficiently long time. In 
both cases, in fact, the professional can rely upon a complete set of infor- 
mation to derive the value from. Unfortunately, high tech firms are both 
news and unique. The use of comparables becomes harder and the estimate 
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of the value cannot be considered as a definite valuation of the firm espe- 
cially if the comparable firm is not exactly operating in the same busi- 
ness/market segment, has not the same scale or has not been set up at the 
same time.* 

After this rapid review of the features of high tech firms, one could 
wonder if new methods of valuation are necessary in order to quantify a 
proper equity value and if old methods have to be straighforwardly dis- 
missed. This mindset has been actually dominant during the past few years 
during the boom of high tech capital markets both in the USA and in 
Europe when analysts tried to develop “new metrics” in order to find posi- 
tive equity values for otherwise negative evaluation estimates. In particu- 
lar, “real options” and “operating multiples” were devised as new tools 
widely used by venture capitalists and market analysts. 

Our position with reference to “new metrics” is quite skeptical. Apart 
from the fact that “real options” are basically an extension of basic NPV 
models based on earnings or cash flow discounting and that, as we will 
discuss later, empirical multiples can have a useful application only when 
the company has sound perspectives of earnings and cash flows increase in 
the future, we are firmly convinced that the problem does not lay in the 
methods (that remain valid also for high tech firms) but on the different 
business model that the high tech firms have with reference to the old 
economy counterparts. Different business models mean different asset 
structure, different earnings and cash flow patterns; first of all, they mean 
different factors on which the competitive advantage can be built. At the 
end, in our opinion, the problem of valuation of high tech equity refers not 
to the metrics but to the different strategy. 

Mauboussin et al. 2001 talk about “business category” dividing firms 
into three groups: 

1 . Physical: it is constituted by firms that strongly rely upon tangible as- 
sets; their growth in terms of earnings and cash flows is determined by 
the investments in capacity and physical assets. All traditional “met- 
rics”, net worth based methods included, can be used for the value ap- 
praisal. 



* This last factor is particularly relevant in that an older firm could have built up 
a brand image sufficiently strong in comparison to the firm that has to be valued. 
If the brand image is strong, the potential of scalability and the “loyalty effect” 
further explained in this paragraph could be already in place and market values 
could reflect such situation. Using multiples could overprice the equity of the firm 
under valuation. 
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2. Service: this group is composed by firms operating in the business of 
services, often delivered on a one-to-one basis (see, for example, bank- 
ing and insurance). They found their business success on people; their 
growth depends on people increase and productivity gains. That’s why 
the choice of valuation methods starts shrinking: net worth based meth- 
ods do not catch the source of value because the people value - a typical 
intangible asset - is not accounted for in the balance sheet. 

3. Knowledge: this is the group formed by firms whose success depends 
from people but that, in contrast with the service group, build up intel- 
lectual contents that can be reproduced horizontally and vertically in dif- 
ferent businesses without losing value.® The growth of these firms is 
based on the ability to use the present capacity and cost structure to lev- 
erage the growth in sales (the so-called “scalability effect”). Scalability 
of business is very high when intangibles count the most. An intangible 
can be used many times without losing its value; moreover, the larger 
the number of people that use the good or service, the larger the value of 
the good or service itself (network effect). In terms of valuation meth- 
ods, the situation is similar to the service group with the additional ne- 
cessity to consider the potential of scalability of the firm in terms of 
growth rates in revenues and costs. Put differently, a 10% of sales 
growth in the industry could become a higher figure for the single firm 
if the scalability of its business allow the use of its intellectual property 
horizontally or vertically in other sectors. 

Most part of high tech firms falls in the third business category. It’s im- 
portant then to consider the most relevant value drivers that can contribute 
to value creation in these companies. They are also the features that a ven- 
ture capitalist should look at when determining the correct price for the 
equity stake: 



® Examples are many in different sectors. Take for example the B2C business in 
which an e-tailer has developed a good brand image and customer loyalty. The e- 
tailer can widen the mix of products sold without paying the costs for the increase 
in the customer base and, if the technology platform allows it, without making fur- 
ther investments in technology. Another example is the group of science-based 
sectors. In the biotech industry the R&D process can lead to unexpected results 
and the final outcome of a research program can benefit other programs leading to 
new developments in other research fields. In this case the sales can be increased 
by using the results of a research program for other uses without a corresponding 
increase in costs. Scalability and network effects are common also in the old 
economy: take for example the luxury industry in which the scalability of the 
brand is crucial for stylists and their maisons (Gatti 1997). 
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- good management and good team. Knowledge-based firms rely upon 
people and their value is strongly dependent from that of people work- 
ing in them. For this reason, it’s necessary to assess the ability of the 
management in terms of technical/industry experience and in terms of 
people management. Teamworking, strong coordination capabilities, 
decentralized decision making are all catalysts for innovation. 

- scalability of business. As we said earlier, business scalability is the 
condition that allow a start up high tech firm to increase revenues at a 
faster pace than its costs. This situation is particularly important in order 
to overcome the problems of excessive cash absorption (the so-called 
bum rate)’“ occurring during the first years of operation. High scalability 
means that the financial equilibrium of the firm can be reached in an 
easier and faster way with positive effects on shareholders and venture 
capitalists. Scalability depends mainly on the ability of the company to 
replicate its business in different sectors, it’s strongly linked to intangi- 
ble assets and requires investments in marketing and R&D. 

- good investment policy in the critical value drivers. A high tech firm 
faces high financial needs in order to reach a credible and sustainable 
business. These investments must be oriented towards the key success 
factors of the firm. For dotcoms, for example, investments should be 
dedicated to the consolidation of the customer base and to the building 
up of a strong brand image, not to pure and simple extension of the 
number of clients (especially if their chum rate is high). A stable cus- 
tomer base and strong loyalty can allow the firm to reduce costs (the ex- 
perience in use increases and assistance to customers becomes less ex- 
pensive), to increase sales (through cross selling), to increase the 
switching costs of the client from the company to another alternative 
supplier, to ask for a convenient premium price. Investments aimed at 
simply increasing the number of customers do not necessarily lead to 
these results especially in the internet domain in which loyalty is not a 
common virtue among customers. Another example is the one of bio- 
technology firms. Here investments must be constantly addressed to the 
R&D field in order to foster the growth of the research project pipeline. 
Considering that in the USA on average only 1 over 5.000 drugs experi- 
enced during pre-clinical test can be tested on human beings and that 



Analysts talk about bum rate to indicate, even not explicitly, the value of the 
negative free cash flow (or sometimes of the net loss taken from the last available 
annual report) necessary to sustain the business development. The concept of free 
cash flow is explained in paragraph 4.4.1 and the bum rate is further analysed in 
box 1 discussing about multiples in the biotech industry. 
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only 1 over 5 medical drugs in the “human testing” phase can obtain the 
approval of the Food and Drug Administration, it’s easy to understand 
why venture capitalists give attention to the number of projects in the 
pipeline when valuing the equity. In any case, investments in the critical 
value drivers should award flexibility and time-to-market: innovators in 
the new economy are the first movers and can benefit from this in terms 
of margins and future investments needed to sustain the growth. 



4.4. Adapting Old Methods to the New Economy: Cautions 
and Suggestions 

4.4.1 Discounted Cash Flows (DCF) and “New Metrics”: 

General Remarks 

Financial theory argues that the value of any investment, from the simplest 
one to the more complex, depends directly from the present value of the 
stream of cash flows that the investment will generate in the future. Re- 
gardless of how difficult the estimation process of all relevant variables 
can be and regardless of the possible opportunities (options) an investment 
can benefit from, this assumption holds true also for company valuation. A 
company, in fact, is a complex investment at the very end. 

We are firmly convinced that the value appraisal has to be rooted in a 
free cash flow based method because only cash matters, for both old and 
new economy firms. Although European continental countries have started 
using financial methods only recently, one can legitimately wonder why in 
the past few years also US analysts have been rapidly dismissed their be- 
loved DCF models as long as dotcoms were concerned even considering 
their satisfying results for old economy firms valuations." 



" This is true especially for dotcoms and not for other high tech firms. Empirical 
evidence shows that in investment banking dotcoms have been valued, during the 
past few years, through DCF models integrated and corrected with comparables 
based valuations, in particular in the IPO’s market. Evidence from Italy, on the 
contrary, shows that the first venture capitalists have based their valuation on stan- 
dard DCF models. For biotechnology, things are a bit different: a standard DCF 
model can always be used without major adjustments because in these firms the 
processes of investment and of results generation follow a pattern similar to the 
one experienced by old economy firms (of course, apart from the scalability of 
business and the importance of flexibility that can suggest the implementation of 
an extended NPV model taking into consideration the value of real options). See 
for example the valuation model proposed by Kellogg and Chames (2000). 
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We will analyze first Free Cash Flow to Equity (FCFE) Method (also 
known as levered free cash flow method), then Free Cash Flow to the Firm 
(FCFF) (or unlevered free cash flow method) Method. Then, we will turn 
to some remarks concerning the application of DCF models to new econ- 
omy firms. 

FCFE Method (Levered Free Cash Flow) 

We define Free Cash Flow to Equity (FCFE) as the residual cash flow left 
over after: 

1 . meeting all financial obligations; 

2. covering capital expenditures and working capital needs. 

If we define the debt ratio as: 

j Debt 

d = (4.1) 

Debt + Equity 



and assuming a stable leverage for the firm and absence of extraordinary 
costs and revenues in the P&L, FCFE is simply given by: 

FCFE = NI - (1-d) X [± A Working Capital + (Capex- 2 ) 

Depreciation)] 



where NI indicates the Net Income of the firm in a given year. 

Now we can build up a two-stages Discounted Cash Flow Model, based 
on FCFE. 



FCFE, 



n+l 



ValueOfEquity = ^ 



FCFE, 






Sn 



fort=l to n 



(4.3) 



(=1 



(1 + ^j' {\ + KT 



ke is the required rate of return to equity investor (cost of equity) in the 
high growth period, ke„ is the required rate of return to equity investor (cost 
of equity) in the stable growth period and g„ is the growth rate in FCFE for 
the firm forever in the stable growth period.'^ 



The theory and the empirical observation of real markets show that a firm passes 
through a period of sustained growth (the CAP, competitive advantage period) and 
then enters in a steady state of business. In the first period, a firm invests large 





4 The Valuation of the Target Company 95 



If a firm is stable and it pays out all its FCFE as dividends, the value ob- 
tained from FCFE Model will be the same as the one obtained from a 
Gordon Dividend Discount Model (DDM). If this is not the case, FCFE 
Model will give different results from a DDM and usually the value from 
FCFE Model will be higher than the value derived from DDM. 

The use of the FCFE Model is not recommended as long as high tech 
companies are considered. One can correctly use it when: 

1. he/she is a minority investor in a quoted company: minority sharehold- 
ers, in fact, are particularly interested in receiving a stable flow of divi- 
dends by the company in which they have put their money. For this rea- 
son, dividends make the difference in the value appraisal of the stocks 
of the firm; 

2. he/she is evaluating a firm for a takeover: when deciding to takeover a 
company, a raider usually looks at the poor performance of the company 
in terms of dividends paid to the shareholders. A long track record of 
low levels of dividends suggests that the stock price will start a down- 
ward pattern, making it convenient for a raider to buy stocks on the 
market, obtain the control over the firm and substitute the old manage- 
ment for a new one. 

3. firm has an almost stable leverage: if this condition is not fulfilled, the 
equity capital needed for the funding of new investments in fixed and 
working capital can change over the time. This is particularly true for 
newly set up companies whose high level of risk is badly matched by 
debt financing; strong capitalization in the earlier stages of development 
is needed in order to increase the confidence of the banking system, so it 
is realistic to suppose that in newly born companies d ratio of equation 
(4.1) is increasing as long as time passes and company success strength- 
ens. 



amount of money because the return on capital invested is higher than the cost of 
capital. Competition, as long as time passes, reduces this competitive advantage 
and the growth rate of the company as well. Opportunities of investment fall and 
the investments in fixed capital become a simple replacement of installed capacity. 
As this situation occurs, the firm enters in the so-called steady state. In a two 
stages model, then, in the stable growth period capital expenditures will be offset 
by depreciation, beta of the firm won’t be significantly different from 1, g„ will 
reasonably be less or equal to the nominal growth rate of the economy. For further 
analysis on the CAP see Copeland, Koller and Murrin (2000). 
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FCFF Method (Unlevered Free Cash Flow) 

We define Free Cash Flow to the Firm (FCFF) as the amount of cash flow 
available to all claimants to the firm, including holders of common stocks, 
preferred stocks, bonds and lenders as well. 

FCFF is given by: 

FCFF=Ebitx(l-t)+Depreciation-Capex ±A Working Capital (4.4) 



where Ebit is earning before interest and taxes and t is the tax rate for the 
firm. 

The Value of the firm based on FCFF in a two stages model can be cal- 
culated by discounting the future unlevered free cash flows with an appro- 
priate discount rate: 



fcff^ 



ValueOfFirm - 



f FCFF, ^ WACC„-g„ 

^(\ + wAccy (i+wAccy 



fort=l 
to n 



(4.5) 



The assumptions are that the firm reaches a steady state after n years 
and starts growing at a stable growth rate g„ after that. WACC is the 
Weighted Average Cost of Capital and WACC„ is WACC in steady state. 

FCFF is obviously pre-debt, so its value is much less likely negative 
than FCFE. Starting from the value of the firm, the value of equity can be 
obtained by the difference between the value of the firm and the market 
value of debt outstanding at the moment of valuation. 

Value of Equity = Value of Firm-Market Value of Oustanding , , 



The value of equity derived by the discount of future FCFF, in theory, 
should be the same of that calculated through the implementation of a 
FCFE model. However, this identity is verified only if: 



One of the primary problems using FCFE is the frequent occurrence of negative 
FCFE in highly leveraged or highly cyclical firms because of compulsory debt 
payments: in general FCFF is higher than FCFE for the same firm. Another impor- 
tant consequence of FCFF is that its growth will not be affected by increased lev- 
erage: in general growth rate in FCFF is lower than growth rate in FCFE. 
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1 . Consistent assumptions are made about growth in the two approaches 
about the growth rate. Growth rate in earnings should be adjusted for 
leverage in FCFE, in particular for the terminal value. 

2. Firm’s debt is correctly valued: if firm’s debt is overvalued, with FCFF 
you will subtract overvalued debt from value of the firm and you will 
get lower value of equity than with a FCFE. 

3. The firm has no debt: in this case FCFF equals FCFE {d ratio of eq. 
(4.1) is zero) and WACC is k^. Although this should appear at first only 
a theoretical case, many newly bom firms are close to this situation be- 
cause their credibility on the debt market has still to be set up. 



FCFF Model is particularly suitable for: 

1. the valuation of a private company: if a firm’s stocks are not publicly 
traded, the shareholders are less interested in a stable and continuous 
flow of dividends. In these firms there’s often a coincidence between the 
role of shareholder and the role of manager. For the latter, it’s much 
more important to know the amount of cash still available after the in- 
vestments in working capital and fixed assets rather than the amount of 
dividends at least in the short mn. 

2. the valuation of a firm in which you are partner or controlling share- 
holder, not a minority investor: this argument is related to the previous 
one. A controlling shareholder or a financial partner (a venture capitalist 
for example) must always consider the amount of cash needed to fund 
new investments. If free cash flow is negative, shareholders have to de- 
cide the way to fill the gap and this is often a strategic choice for the fu- 
ture success of the company. 

3. the valuation of highly leveraged firms or that are in process to change 
leverage over time: as we noticed in the previous paragraph, high tech 
firms at the very beginning are likely to be low leveraged due to their 
high level of business risk. Assuming a constant d ratio is not correct. 
For highly leveraged firms (take for example the case of some European 
Telecom Companies that have recently issued jumbo loans on the euro- 
market) FCFF is important because the high debt can become a con- 
straint for the development strategy of the firm if the cash available after 
the needed investments is not sufficient to repay the old debt. 

4. the valuation of turnaround plans: when companies decline or face busi- 
ness/financial crisis, the turnaround is viable and should be carried on 
only if the turnaround plan is able to create favorable conditions to the 
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generation of sufficient unlevered free cash flow to reduce the high lev- 
erage. The FCFF figure can properly highlight whether the plan is 
sustainable or not. 



The Problem of Terminal Value (TV) 



Two important computing factors are the two second members on the right 
side of equation (4.3) and (4.5), the so called terminal value (hereafter in- 
dicated as TV)'"': 



FCFE„^, 
k — e 

en on 



for the FCFE model 



^ — for the FCFF model 

WACC^-g„ 

In traditional two-stage DCF models, typically 70-80% of value is in- 
herent in the terminal value calculation. For growth stocks already quoted 
on capital markets this is usually around 90%. For start-ups or new econ- 
omy stocks it is not uncommon to have over 100% of total value to be in 
the terminal value. Since the terminal value is based upon the cash flow in 
the final year of the esplicit forecast period, this becomes the critical figure 
in the valuation. 

In order to show the impact of the TV value on company valuation, we 
consider in Figure 4.2, the potential outcomes of the valuation of Ama- 
zon.com, assuming 4 scenarios of stable growth for the calculation of TV. 



The reader should note that in the unlevered free cash flow model, FCFFn+1 is 
just equal to EBIT (1-t) - AWorking Capital. In fact, in steady state it is assumed 
that capital expenditures are not significantly greater than depreciation; otherwise 
we should see extraordinary growth again. 
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Fig. 4.2. The impact of different scenarios on Amazon.com’ s value (Source: Des- 
met, Francis, Hu, Roller, Riedel 2000) 



Scenario A is the optimistic one, it is assumed that Amazon can become 
the next Wal-Mart, the US retailer that has radically changed its industry 
and has taken a significant market share in all its target markets: we imag- 
ine that by 2010, Amazon continues to be the leading on-line retailer and 
in certain markets it is leader both on- and off-line. So total sales are $85 
billion, EBITDA margin is 14% and DCF value is $79 billion. 

Scenario B has Amazon capturing revenues almost as large as it hap- 
pens in Scenario A, but with EBITDA margin, just lower, of 11%. DCF 
value is $37 billion, less than half of the previous scenario. Please note that 
$37 billion was the value Amazon had as of the fourth quarter of 1999. 

Scenario C assumes sales and margins closer to those of more tradi- 
tional retailers and a valuation of $15 billion, that is half of scenario B and 
just 20% of the valuation of scenario A. In scenario D sales are less than 
half of scenario C with an EBITDA margin of 7%: DCF value is $3 bil- 
lion, that is 3.8% of the valuation of scenario A and one fifth of scenario 
C. 



Even assuming that the input variables needed by the DCF Model have been 
correctly estimated, one cannot be sure to be protected from making big mistakes 
because in technology stocks more than 90% of the value come from the terminal 
value, and the terminal value is based on the assumptions of sustainable margins 
and sustainable growth. 

When you evaluate a common old economy company you start from the 
present, the current performance, and year by year you assume a rate of 
growth. With a high tech company you caimot do this. You must perform a 
quantum leap in the future, imagine what the company could look like 
when it develops from today’s very high growth, unstable condition to a 
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sustainable, moderate-growth state in the future; and then extrapolate back 
to current performance. 

DCF Metrics and Their Use for High Tech Firms 

Summing up some of the concepts discussed above, we can conclude that a 
high tech company shows, at least, three main features: 

- it is a private company, not quoted: shares are in the hands of founders 
or venture capital/private equity partners; 

- it is lowly leveraged in the beginning, becomes highly leveraged as long 
as credibility increases together with the confidence (overconfidence?) 
of the banking sector or the bond market. The use of a constant d ratio is 
then incorrect in principle; 

- it produces negative cash flows and negative earnings for the first years 
of operation. 

Considering what we told in the previous sections of this chapter, the 
model that best fit this kind of company is the FCFF Model. 

After a period in which financial methods seemed disappeared from the 
scene of valuation practice also in the US investment banking and corpo- 
rate fmanee consulting in favour of other methods more able to explain the 
irrational level of market prices reached before march 2000, the rehabilita- 
tion of free cash flow estimates in the new economy sectors - especially 
for internet-related businesses - has started with some empirical studies 
that have reviewed the economic and financial performance of dotcoms 
and of comparable companies working in the old economy in order to 
highlight the differences between the two samples. Unfortunately the em- 
pirical evidence refers to companies quoted on US capital markets but, 
given the rapid process of globalisation of markets and strategies, the re- 
sult should be valid also for european firms. 

Mauboussin and Hiler (1999), using accounting and market data, build 
up a framework analysis in which a dotcom is compared with a traditional 
old economy firm operating in a comparable industry. The authors’ con- 
clusions are that DCF methods are still able to quantify exactly the value 
of a firm but that in the past analysts haven’t exactly understood that the 
evolution patterns of free eash flows of dotcoms (in the unlevered version) 
are heavily different from the ones of old economy firms (see figure 4.3'*). 



'* Note that the diagonal going from the upper left comer to the lower right comer 
of the square represents in any point a situation of financial equilibrium (a positive 





4 The Valuation of the Target Company 101 



Change in working capital and net capital expenditures 




Fig. 4.3. Cash flow patterns in old and new economy firms (Source: Adapted from 
Mauboussin and Hiler 1999) 

Traditionally, a start up company in an old economy context passes 
through an initial phase of intensive investment (both in fixed assets and in 
working capital) in which NOPAT is negative. If it is successful in estab- 
lishing a good brand image and a good market position (if not, it is the 
classic lemon), economic results turn from negative to positive. Finally, 
when the industry slows the growth rate (the industry enters the steady 
state), investments fall and free cash flow becomes high and positive. 

Dotcoms seems to behave differently. In the start up phase the pattern of 
free cash flow is similar to old economy firms. However the evolution to 
cash flow generation follows a different way. Apart from value destroyers, 
whose managers will continue to put money in the firm without shifting 
from negative to positive NOPAT, successful firms will invest in fixed as- 
sets but will manage efficiently their working capital needs. Dotcoms, in 
fact, can manage efficiently stocks, accounts payable and receivables 
thanks to the clever use of technology in a way that is unavailable to old 
economy counterparts. If they succeed in reducing the level of working 



(negative) NOPAT is offset by an equivalent value of positive (negative) change 
in working capital and net capex (gross capex less depreciation). 
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capital, they can also be unprofitable in the short run but at least they can 
count on cash generation useful to make further investments without the 
need of additional cash from shareholders and venture capitalists. If the 
business is scalable and loyalty effect is reached, economic results become 
positive and the dotcom generates cash on both the eeonomic and the in- 
vestment side. Of course, after an initial period of activity as pure “virtual” 
firm, a successful dotcom will start a more traditional investment process. 
That’s why it will arrive to the same position of successful old economy 
firms but from the fourth quadrant. 

4.4.2 Earning-Based Valuations 

Earning based valuations are especially used in Continental Europe, in 
sharp contrast with the practice of Anglosaxon eountries. 

Initially theorized in the academic circles (Guatri 1998; Dallocchio 
1996), the use of income based methods has spread in the practictioners 
consulting activity and has influenced in many ways the positions of the 
Authorities in laws and regulations, especially for what concerns the 
closed end funds valuation of the equity portfolio of unquoted companies. 

Aetually, there is no difference in principle between the anglosaxon ap- 
proach, based on free cash flow discounting, and the continental Europe’s 
earning-based one. In fact, taking the whole life of a firm, earnings and 
cash flow will assume the same values because distortions due to the ap- 
plication of the accounting principles are completely crowded out in the 
long run. Only if shorter periods of time are considered, the two methods 
differ: eash flows and earnings haven’t the same value and, under certain 
circumstances, the two can be deeply different. In any case, it’s not wrong 
to consider earnings as a proxie for the true value generator, cash flow. 

In the following pages we will briefly introduce the fundamentals of 
earning based methods and then discuss about their application to high 
tech or newly set up firms. As usual, attention will be primarily devoted to 
show the difficulties arising from the use of the methods in the context of 
the new economy. 

Basically, earnings based methods derive the equity value of the firm by 
discounting the net income of the firm during a defined period of time 
(corresponding to the years neeessary to reaeh a steady state in the industry 
and to the cancellation of the competitive advantage of the firm). The net 
income must reflect “normal operating conditions”, so usually it excludes 
extraordinary items; in practice, if earnings are based on historical data re- 
corded extraordinary items aren’t considered in the estimates (and fiscal 
burden is recalculated accordingly) and if they are forecasted, the forecast 
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does not consider the effects arising from extraordinary profit and losses. 
Equity value can then be determined as follows: 



Equity Value = 



NNL 



y 

^(} + key 



(4.7) 



where NNI indicates Net Normalized Income. The other symbols have the 
same meaning of those used for discounted cash flow methods. 

Please, note that no terminal value is considered: for Europeans, in fact, 
the firm is considered as an investment that pays out to the shareholders a 
limited-in-time flow of earnings. 

A position similar to the Continental Europe view on company valuation 
is the EVA’TM approach developed in the USA and centered around the 
concept of “residual income” (Stewart 1991). In this case, the value of the 
firm is derived from the discounting of a flow of earnings net of a fair re- 
ward of capital (total capital invested or equity capital according to the 
unlevered or levered version used) employed in the firm. 

EVA can be calculated using the following formulas: 

EVAL = NNI-keX EC (4.8) 

in the levered version (where EC is equity capital) and 

EVAu = NOPAT - WACC x Cl (4.9) 

in the unlevered version (where Cl means capital invested (debt and eq- 
uity)). 

Discounting the values of EVA to present returns the value of the equity 
of the firm'®: 



EquityValue = 



I 



EVA\ 
(1 + ^/)' 



(4.10) 



In eq. (4.10) and (4.1 1) we have used a risk free rate (rf) in order to discount to 
present the future stream of residual incomes. There is a strong academic debate 
about this point in that some argue that the discounting should consider a risk 
premium embedded in the rate of interest (so they recommend the use of k* or 
WACC for the levered or unlevered version respectively). Our position lays on the 
assumption that the use of risk-adjusted rate would depress the value of the firm 
twice: the first time when EVA is calculated for each year, the second time when 
the same rate is used for discounting (Guatri 1998; Dallocchio 1996). 
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when the levered version is used, and 



EquityValue = 



^ EVA^, 
^(1 + ^/)' 



- outst.debt 



(4.11) 



when the unlevered version is used. 

Earning Based Methods and New Economy: Some Remarks 

There are two main problems in the application of earnings based methods 
to new economy firms, provided that we agree on the fact that earnings can 
be a proxie of cash flows: 

1 . overestimate of firm equity value; 

2. negative economic results. 

The first problem is due to the fact that during the first years of opera- 
tion a new economy firms invests large amount of money in fixed and 
working capital. Investments are not completely reflected in P&L accounts 
(only their economic effects are, take for example the case of depreciation 
related to fixed assets, tangible or accounted intangibles or financial ex- 
penses incurred for the financing of stocks or accounts receivables). 

This means that a fast growing company can also become profitable in a 
reasonable period of time but if investments go on at a sustained pace, the 
firm records financial deficits that have to be financed. Using an income 
based method would lead to the discount of positive flows, cash flow 
based methods would on the contrary consider a negative flow both in the 
unlevered and levered version. EVA methods can cope with this overesti- 
mate but the problem can still remain. 

Less significant is the accounting practice of capitalized costs. 
Capitalization can take place in most countries when a cost paid for during 
a given year has utility that exceeds the 12-months period. Extraordinary 
R&D programs or advertising costs aimed at building a strong brand 
image, for example, can be carved out from the P&L, recorded in the 
balance sheet and then amortized. The distortion introduced by the 
accounting practice of capitalization lays in the difference between the 
amount of annual capitalized costs (that are financially irrelevant and then 
deducted from NOPAT in the calculation of free cash flow) and their 
depreciation recorded in the P&L in the same year (that is summed to 
NOPAT in the free cash flow calculation). If the two values are quite 
similar, the difference between NOPAT and operating cash flow wouldn’t 
be that high. That’s why in our opinion the use of earning based methods 
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why in our opinion the use of earning based methods can be acceptable 
only in new economy firms in which investments in fixed and working 
capital aren’t big and that capitalize costs. Put differently, the use of earn- 
ing based methods is correct if investments (the increase of the left-hand 
side of the balance sheet) are represented for a large part by capitalized 
costs. 

Consider the following example of a biotech firm that is investing in 
important research programs for the discovery of new drugs. Suppose that 
the average R&D biotech firm spends 5% of annual sales for discovery 



programs and that our firm invest 20% of its annual sales. 1 5% are consid- 
ered strategic programs with potential fallout on a 3 -years period and then 
capitalized. The situation of the firm over the 3 -years period is shown in 
Table 4.2 and Table 4.3. 

Table 4.2. The effect of R&D capitalization on company value appraisal; profit 
and loss accounts 


Years 


1 


2 


3 


Sales 


1000 


1000 


1000 


Operating Costs 


-550 


-650 


-700 


(of which for R&D programs) 


-200 


-200 


-200 


Depreciation 


-150 


-200 


-250 


(of which for R&D programs) 


-50 


-100 


-150 


Capitalizad R&D 


150 


150 


150 


Operating Profit 


450 


300 


200 


(less) 50% taxes 


-225 


-150 


-100 


NOPAT 


225 


150 


100 


(less) net interest exoenses 


-50 


-50 


-50 


Net Income 


175 


100 


50 



Table 4.3. The effect of R&D capitalization on 
flow calculation 


company value appraisal: cash 


Years 


1 


2 


3 


NOPAT 


225 


150 


100 


(less) capitalized R&D 


-150 


-150 


-150 


Depreciation 


150 


200 


250 


Operating Cash Flow 


225 


200 


200 


+/- Change in working capital 


XXX 


XXX 


XXX 


- Capital expenditures 


XXX 


XXX 


XXX 


FCFF (unlevered FCF) 


XXX 


XXX 


XXX 
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The reader can note that - putting aside the problem of change in work- 
ing capital and capex - the difference between operating cash flow and 
NOPAT is due to the difference between the value of capitalized R&D and 
depreciation. The faster the period of amortization the lesser the difference 
and the lesser the distortion introduced by the use of earning based meth- 
ods (for example an unlevered EVA method). 

Of course, if the final part of cash flow calculation is not zero but shows 
a big amount of investments in fixed and working capital, the use of earn- 
ing based methods is incorrect and should be avoided in favor of more ac- 
curate DCF estimates. 

The second problem indicated at the beginning of this paragraph refers 
to negative economic results. As we will discuss in the coming paragraph, 
it’s exactly the same problem affecting the use of multiples methods. 

If a firm passes through a period of expected negative earnings, the 
application of eq. (4.7) to (4.11) will obviously return a negative equity 
value. If this situation is expected to be momentary (if not, the firm has no 
value now and will have no value in the future and is doomed to be can- 
celled from the market) some adaptations must be worked out. 

Damodaran (2000) suggests 3 solutions: 

- use of normalized values of historical earnings instead of present eco- 

nomic results; 

- use of forecasted margins; 

- use of reduced value of leverage and forecast of future results with 

lower levels of debt. 

Actually, only one solution (the second one) is really viable. Point 3 is 
often meaningless in very young firms that have low debt due to the high 
business risk (it is more important for mobile telecom, for example, when 
firms are highly leveraged and their P&L are depressed by the high value 
of interest expenses). Point 1 and 2 must actually be considered jointly be- 
cause normalized historical earnings for new economy firms are often 
negative so they cannot be used to forecast future earnings. 

The use of normalized economic results instead of actual earnings is 
anyway necessary in order to evaluate how much a firm will be able to 
gain in the future when present market and firm conditions (considered in 
some ways not normal) will reach a “normal state”. 

If a firm has negative margins today but successful competitors in the 
same industry, perhaps bom years before, are enjoying positive ROI or 
ROE we could use these margins in order to derive the “normalized value” 
of EBIT or Net Income for the years to come by multiplying ROI or ROE 
for the expected value of future capital employed (Cl) or equity capital 
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(EC) respectively. Put differently, we will derive the value of future 
streams of earnings avoiding direct estimates of sales and arriving to eco- 
nomic results in a straightforward way.'’ 

If we use data taken from reports of competitors that have achieved 
positive earnings only after some years since the setting up of the business, 
we could expect that the normalization of results will take place approxi- 
mately in the same time span. As a consequence, the margins calculated 
with comparables data have to be considered future margins so they must 
be discounted to present by using an appropriate discount rate (ke or 
WACC according to the use of ROE or ROI). For example, if we use nor- 
malized ROE (ROE„) estimates from competitors that have enjoyed posi- 
tive net earnings after t years from starting operation, using a simple dis- 
count of net incomes we will obtain the equity value through the following 
formula: 



Equity Value = 



^ ROE^ X EC 

(i + KY 



(4.12) 



Apparently simple, this method doesn’t solve the major problem: which 
comparables must be used for the valuation and how to select them? That’s 
the problem we will address in the following paragraph. 



4.4.3 Valuation Through Comparables 

Valuing a firm through a comparison with similar firms is a practice that 
has been used for a long time by american and UK merchant and invest- 
ment banks for old economy firms. This widespread use of comparables 
lays on the assumption that any analytical estimate of company value is af- 
fected by strong subjectivity. Estimation of earnings, cash flows, growth 
rates, discounting factors is a hard exercise that can be overcome by ad- 
dressing to market valuations. Being the market the final judge of a firm 
and assuming that the markets behave efficiently, there are sufficient rea- 



” Using ratios instead of absolute values of comparables firms’ earnings allow to 
avoid the problem of firm size (earnings of a 1 million euro-sales firms cannot be 
compared to a 100 million euro sales company) even if learning effects, scale 
economies or loyalty and network effects must be taken in great consideration. 
Larger firms usually benefit from these favourable factors and we can’t assume 
that a smaller, younger firm be in the same situation. 
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sons to refer to market valuations in order to derive the valuation of equity 
of a given firm. 

Continental Europe is somewhat different in that capital markets aren’t 
sufficiently developed, market capitalisation is far below the levels 
reached by US and UK markets and the number of quoted companies is 
not high. In this context, finding a good comparable (or a good sample of 
comparables) is not an easy exercise. That’s why the method has never 
been considered as a basis for the valuation but only as a “control value” 
for analytical estimates obtained with the methods discussed above. 

Despite their limited use in the valuation of unquoted firms, market mul- 
tiples have nevertheless become a common practice also in Europe because 
they could justify a positive value for the equity of a high tech firm even 
when other methods indicated a negative or very low value. For this rea- 
son, we dedicate this paragraph to a short review of the multiples methods. 
Our goal is not a precise description of each multiple but rather to point 
out the main critical traps hidden in their acritical application. 

First of all, some basic concepts. If a professional has to estimate a com- 
pany by comparison he has to choose an adequate benchmark. It can be a 
company whose stocks are publicly traded or a private company that has 
been recently bought or sold. Given the difficulty of obtaining information 
concerning private deals, publicly traded companies are the preferred solu- 
tion. 

The second problem to be addressed is the choice of the multiple: two 
families are available, the former being represented by multiples of equity 
value (the most common being the Price/Earning Ratio), the latter being 
represented by multiples of the value of the firm (or EV, enterprise value). 
In the first case, the application of the multiple gives directly the value of 
equity, in the second case one has to deduct the value of outstanding debt 
in order to calculate the value of equity. Anyway, if the firm has few or no 
debts, and this is quite common in high tech firms, the results shouldn’t be 
radically different. 

Multiples can be calculated with different sets of data. The simplest way 
is to use historical accounting data derived by the last available annual re- 
port (historical multiples); another option can be the use of the data re- 
ferred to the 12 months prior to the estimate date (trailing multiples). Fi- 
nally, multiples can be calculated by using expected data (leading 
multiples). This last choice is the most common when a high tech or a start 
up company is considered. 
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Which Comparables and Which Multiples to Use? 

The valuation through comparable in itself is a very simple task. Far more 
difficult is the choice of a correct set of comparable companies from which 
to derive the necessary data for the estimate. The largest the sample, the 
more objective the estimate even if too a large sample reduces the homo- 
geneity of the companies included. 

Good comparables should be identified on the basis of the following 
criteria: 

1 . industry: the comparables must operate in the same industry and in the 
same business segment. If the comparable operates different business, a 
break up approach is necessary in order to insulate the data referred to 
the business under valuation. 

2. Size: comparables should show similar size in order to avoid the effects 
due to cost economies, bargaining power toward suppliers, banks and 
other counterparts. If size is different earnings or cash flows based mul- 
tiples could distort the estimate (overpricing). 

3. Capital structure: the sample should include firms without any major 
difference in their capital structure choice. A highly leveraged firm can 
behave differently in terms of earnings (especially net income) when 
compared with a strongly capitalized firm; the former shows also a 
higher level of financial risk. Luckily enough, as long as high tech or 
start ups are considered, they do not have too much debt at the very be- 
ginning of their business activity, so this problem is less stringent. 

4. Brand image/loyalty effect: firms shouldn’t differ heavily on this. A 
firm with strong brand image and strong loyalty effect performs better, 
has higher margins, is less risky. Using such data to estimate a firm with 
poor or no brand image leads to overvaluation. 

5. Expected growth. Market prices always incorporate the expectations of 
investors regarding the growth. High growth firms are rewarded with 
higher prices and their multiples usually are high. If a company under 
valuation hasn’t the same growth potential, the use of the calculated 
multiples must be done with caution. 

Once the sample has been formed, the second problem is the correct 
choice of the multiple. Actually, this shouldn’t be a problem at all because 
the value of the firm is a function of the cash generated in the future, so 
multiples should always be linked to this value driver. 

In practice, the problem exists because during its life cycle the company 
passes through different phases and in the first one (start up and beginning 
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of development phase) it doesn’t show positive economic results and fi- 
nancial flows as previously shown in figure 4.3. Using multiples based on 
negative figures would lead to negative results. 

Generalizing our discussion, during the first phases of the life cycle, 
when economic performance is still negative and the investment efforts are 
still high we can use only multiples based on operating variables. During 
the development phase (consolidation of market position) we can pass to 
multiples based on economic figures, for example sales (especially if the 
economic performance is still negative). Only after the consolidation phase 
the economic results and financial flows turn from negative to positive as 
shown in paragraph 4.4. 1.4 and then traditional multiples based on earn- 
ings or cash flows can be applied successfully (see figure 4.4). 



Value of sales 



First stage: 
introduction ; 
(start up) 



Lack of positive 
earnings and 
cash flows 

Operating : 
Multiples/ 



Second stage: 
development/ 
consolidation 



Lack of positive 
earnings and 
cash flows but 
building up of a 
stable customer base 

Sales 

Multiples 



Third stage: 
maturity 




Accounting 
Multiples 
of earnings 
and cash flows 



Time 



Fig. 4.4. Life cycle of the firm and use of different families of multiples 

If this scheme is an effort to rationalize analysts behavior, we reaffirm 
strongly the distortion underlying the reasoning. Only cash flow or earning 
based multiples, as long as we want to use a multiple method of valuation 
and not analytical estimates, should be used in valuation because only cash 
and earnings are the key value generators. 
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Multiples Based on Operating Variables 

Every discussion about operating multiples is doomed to be partial; every 
sector, in fact, has its own value drivers that can differ sharply from the 
ones of another industry. Accounting multiples, on the contrary, are much 
more similar for all the sectors being based on the same accounting vari- 
ables. That’s why we will discuss the example of dotcoms and illustrate 
the multiples used in this context for internet related businesses showing 
the major shortcomings of each one. The reader can instead turn to box 1 
for a brief overview of operating and accounting multiples in a totally dif- 
ferent industry as biotechnology. 

In internet related businesses, the key value driver is the capacity to 
generate the highest level of traffic. High traffic, however, is only a part of 
the problem because if the high traffic doesn’t turn in earnings, traffic 
alone is not sufficient. For example, for a horizontal portal traffic is impor- 
tant because of both the revenues from the interconnections paid by tele- 
com companies and the revenues from advertising. But if the portal has no 
special features that distinguish it from the competitors, its customers are 
likely to change supplier with ease and are less likely to click on a banner 
or a pop-up window and generate advertising revenues. 

The same holds true for e-commerce (or e-banking and trading on line). 
Capturing a large customer base is not sufficient to establish a sound com- 
pany if the base isn’t loyal. Only a strong loyalty effect can assure profit- 
ability. 

Taking the previous notes as a reminder, we can now look at the most 
used operating multiples in the dotcoms industry: 

1 . EV/unique user; 

2. EV/subscriber; 

3. EV/customer; 

4. EV/reach. 

EV/unique user: unique user is a internet user (a “surfer”) that has en- 
tered a site at least once during a certain period of time, regardless of the 
number of times he has visited a site. Particular attention must be deserved 
to this multiple: in fact, unique user is a synonym for “transit” on a site or, 
if you want, of “traffic” but it doesn’t say anything about the frequency of 
visits and, above all, business generation. The multiple is widely use and 
has some importance only for horizontal portals valuation: the underlying 
rationale is that the higher the number of visitors, the higher the likelihood 
to generate advertising revenues or e-commerce fees. 
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EV/subscriber; this multiple is an attempt to refine the previous one. In 
horizontal portals, part of the services (chat, forum, sms free messages, e- 
mail boxes etc.) can be enjoyed only by registered users. Registration is a 
sort of “tie break” for a surfer in that he has to disclose personal informa- 
tion. Using the number of subscribers instead of the number of unique us- 
ers should capture a restricted part of “loyal” customers. Secondly, if a 
portal has a large base of subscribers, it can use the profiles to customize 
its service and enhance customer loyalty. The shortcoming of this ratio is 
again a problem of loyalty: nothing assures that a customer is registered 
only in that portal. Being the registration totally free, one could register in 
different portals without being loyal to any of them.'* 

EV/customer: this is a multiple used for the e-business ventures. Cus- 
tomer is the person that has registered his/her profile and has been author- 
ized by the site manager to make business transactions. The higher the 
number of customers, the higher the value of the e-commerce firm. Again, 
attention has to be paid: for B2B business, considering that the customers 
are firms and that the transactions take place regularly among a sufficiently 
stable set of economic agents, the relation number of customers-value of 
firm can hold. For B2C, on the contrary, the loyalty effect is still the criti- 
cal factor that the simple number of customers can’t catch. An e-commerce 
site could have a large customer base but if the customer is inactive or 
makes only a small amount of transaction per unit of time the revenue 
stream is weak.'® 

EV/reach: this multiple tries to overcome the problems shown by the 
previous three focusing on a proxie of the customer loyalty. The reach rate, 
in fact, is the number of visits to the site over the total number of contacts 
for all the sites in a given period of time (usually monthly). If the reach 
rate is high, the visitors transit on the site more often than on others with 
all the consequences in terms of traffic, advertising and e-commerce reve- 
nues. 



'* In order to better discern the reliability of the EV/subscriber, statistics concern- 
ing the average time spent by subscribed customers on the site are particularly 
useful. A high permanence on the site means, all things being equal, higher loyalty 
than a site with low minutes permanence. A high permanence, moreover, enhances 
the likelihood of clicking on advertising banners or e-commerce sites. 

'® Take the example of e-banking, a special subsegment of e-business: the multiple 
EV/accounts is useless if the accounts are inactive or show only a limited amount 
and volume of transactions. More useful is trying to split the accounts in inactive 
and active accounts and calculate a multiple as EV/active accounts. Better again is 
to link value to the number of transactions (especially if every transaction is re- 
warded with a fee payment) through a EV/transactions ratio. 
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BOX 1 : Multiples and ratios used in the valuation of biotech companies 

Given the special features of the biotech industry it is not surprising that 
analysts and professionals have developed a unique set of ratios and multi- 
ples in order to evaluate a firm even if measures 2,3 and 5 explained below 
can be applied to other high tech sectors as well. Part of them are based on 
operating variables, the others can be considered a subset of accounting 
multiples. 

The most common used indicators are: 

1 . Cash (and marketable securities)/market capitalisation; 

2. Bum Rate; 

3. Survival Index; 

4. Implied Technology/staff; 

5. Market to book (or equity multiple). 

Cash (and marketable securities)/market capitalization: the rationale un- 
derlying this ratio can be understood by referring to figure 4.1. The ana- 
lysts use to determine the value of the Implied Technology of a biotech 
firm (that is the unbooked value of future opportunities) by calculating the 
difference between the market capitalization and the sum of cash and other 
marketable securities. The highest the value of cash for a given market 
capitalization, the highest the ratio, the lower the Implied Technology 
value. The ratio is anyway very rough. First of all it does not consider the 
value of outstanding debt and the value of asset in place: in a biotech firm 
the two values are not particularly important but if they are not zero, they 
must be taken into account in order to avoid an overestimate of the implied 
technology value. Secondly, the simple formula (market capitalisation + 
debt - cash/marketable securities) is unsuitable to explain the reasons of a 
positive a strong Implied Technology value. In a bullish market, multiples 
could be high simply because investors are paying high prices (require a 
low return for risk) and not because of the soundness of the future oppor- 
tunities of the firm. 

Bum Rate and Survival Index: in its simplest version, bum rate is the 
synonym for net loss incurred by a biotech lab. Analysts look at the burn 
rate in that a loss “bums” rapidly the cash available to the firm. In the bio- 
tech industry, especially in the first stages of development, a lab invests 
heavily in R&D in order to sustain the business. Dividing the value of cash 
and other marketable securities by the figure of the bum rate gives the 
value of the Survival Index, that is the number of years (or months) of fi 
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BOX 1 : continued 

nancial self-sustainability. A low Survival Index - determined by the ac- 
celeration in the marketing/R&D spending due to an increased competition 
and a subsequent increase of the bum rate - means lower levels of finan- 
cial sustainability of the strategy. In the US, for example, 35,5% of the 
competitors in 1999 shown a survival rate of less than 1 year. The same 
figure was 25,1% only two years before (Ernst & Young 2000). Attention 
must be paid in the use of the net loss for the calculation of the Survival 
Index. Net loss is a proxie of cash burning but do not coincide with it: cash 
burning is more properly measured by free cash flow as shown in para- 
graph 4.4.1. As a consequence, the Survival Index should be determined 
by using free cash flow in place of the value of net loss. We could in fact 
experience the case of a laboratory with positive earnings (in this case, of 
course, the survival index would be not meaningful) but with a large 
amount of investments in fixed and working capital not accounted in the 
P&L. Obviously, no one would tell that this lab is not burning cash. 

Implied Technology/staff or Implied Technology/Number of Engineers: 
this is an example of operating multiple for biotech firms. The rationale 
here is to link the value of the technology (the value of future opportuni- 
ties) to the dimension of the staff of researchers. If a lab is successful, 
somebody argues, it will develop and increase the scale of activity so it 
will need a larger number of researchers. The highest the number of 
reaserchers, the highest the probability to be in front of a sound and well 
established firm, the highest the value given to the implied technology. 
Summing this value to the cash available and deducting the outstanding 
debt wilt give the value of the firm. The multiple has to be used carefully 
in that it doesn’t consider the productivity of the staff but only the number 
of resources employed; it should lead to overvaluation of firms with large 
staffs but poor productivity performance. 

Equity multiple: nothing to say about this ratio also known as market to 
book ratio (the ratio between the market capitalisation and the accounting 
value of net capital). It is another way to estimate the value of unbooked 
assets: other things being equal, the highest the ratio, the highest the value 
of intangible assets. 

As to may 200 1 , the situation of a large sample of biotech firms classi- 
fied into different subsegments of the industry is shown as an example in 
the following table (Source: Signalsmag, 5 September 2001). 
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BOX 1 : continued 
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Accounting Multiples 

Once a company has reached a sufficiently stable customer base, tradi- 
tional multiples can be used also for dotcoms. In the development phase 
they are based on sales, in a later phase they can be determined also by us- 
ing the value of net income or of EBIT/EBITDA. Some examples are 
shown in box 2 when the reader can also notice the strong change that has 
occured in the value of accounting multiples for ISP/Portals after the bub- 
ble smashing in march 2000 . 

The most commonly used accounting multiples are: 

EV/sales: in a dotcom, we recommend the use of this multiple on a 
“break up basis”. In other words, we suggest to split the sales of the dot- 
com under valuation in different brackets (for a e-commerce portal, for ex- 
ample, sales can be broken up in revenues from traffic, advertising and 
business transactions), calculate the EV referred to any bracket and then 
sum up all the results. It’s useful to avoid a simple calculation based on 
single EV/sales given the possible diversity of business models of the 
comparables chosen for comparison. 

EV/EBIT and EV/EBTDA; these multiples can be used only when the 
dotcom shows positive margins and are preferred by analysts to the most 
common EV/Net income used for old economy companies for two rea- 
sons: 1 . EBIT and EBITDA avoid the distortions due to accounting poli- 
cies mirrored in the net income; 2. EBITDA is a good measure of the cash 
generation from operating business of the firm. EBIT and EBITDA can be 
the actual values at the moment of valuation or prospective values. In this 
case, the value obtained by the analyst will be a prospective figure that has 
to be discounted to present for the time corresponding to the number of 
years considered in the estimation of future margins. 

Price/eaming: this is the most common used multiple for old economy 
firms. It’s seldom used for dotcoms simply because, as discussed in para- 
graph 4.4.2, dotcoms are at present without positive net income. So, if one 
wants to use it for internet related business, he/she has to use leading 
price/eaming based on prospective values of net income. The method 
we’ve observed in some investment banks, especially for e-business ven- 
tures, is based upon 3 steps: 1 . forecasting the value of sales that the com- 
pany will be able to reach in a period of 3 to 5 years ( 85 )“; 2. estimating 
the “normalized” profit margin the company will enjoy based on the mar- 



This calculation can be done by using different growth rates for the coming 
years or, in a more roughly way, by applying the most recent growth in sales ex- 
perienced by the firm. 
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gins reaped today in similar old economy industiy (retail distribution, for 
example, if we have to estimate an e-tailer) (rt); 3. calculating the equity 
price by multiplying the normalized profit margin by the price/eaming ra- 
tio of the comparable industry; 4. finally, discounting the result for the cor- 
responding time period used for step 1 by using an appropriate cost of eq- 
uity ke. The equity value, finally, is calculated as follows: 



x;rx — 

EquityValueitf . ) = ^ 

(l + ^e) 



(4.13) 



BOX 2: Accounting multiples for ISP/Portals 
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In August 2000, market expectations for the most important competitors in 
the ISP/Horizontal Portals business area were shown in the following table 


(Source: IBES, CSFB and internal research): 
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In mid 1999, 


expectations 


in a bullish market for AOL, Terra Network 


and Tiscali were much higher (Source: IBES, CSFB and internal research): 
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BOX 2: continued 
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Taking the example of AOL, today EV/Sales for 2001 expected for 
AOL is 5,7 and in mid 1999 it was 21,6: so we can measure a loss in value 
of 74% in the multiple, meaning that the multiple is now 26% of the origi- 
nal value. Had an analyst estimated the value of a US portal using AOL 
sales multiple for 2001 as a comparable in mid 1999, he would have 
strongly overvalued his/her portal. 

The same holds true for EV/EBITDA calculation for AOL; the value 
goes from 137,6 to 21,2 with a loss in the enterprise value of 85%. The 
EV/Sales analysis for Terra and Tiscali give the same results: the loss in 
value is 95% and 74% respectively. 



4.4.5 Net Worth Based Methods and Cost Based Methods 

The final group of methodologies that can be used to determine the equity 
value of a firm is that of net worth based methods. 

Net worth based methods are typical of Continental Europe countries 
and have been widely used in the past to estimate companies operating in 
industries requiring a high intensity of capital invested (mainly fixed tan- 
gible capital): manufacturing, real estate, banking and insurance were the 
most suitable candidates for such valuation methods. 

Turning back to figure 4.1 and to the classification of business models 
presented in paragraph 4.3, practictioners have argued that if a company 
has its success deeply rooted in its capital invested, this variable should 
count in the final estimate. More precisely, capital invested now is the ba- 
sis for gaining a future stream of earnings, for this reason its present 
amount should influence the final valuation of the firm. 

Net worth based methods are used for company valuation in Continental 
Europe still today although not in their simplest form but in association 
with earning based methods. If used in such way, the difference between 
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the value calculated with earnings based estimates and the basic net worth 
valuation is attributed to a residual value of goodwill (badwill if the result 
is negative). 

It’s easy to understand that net worth does not mean pure book value 
(the difference between the accounting value of assets and liabilities): it is 
calculated by referring to updated estimates of the current value of all as- 
sets and liabilities. These estimates are referred to, alternatively, current 
market values for similar assets or to reproduction cost of a given asset 
(Guatri 1998; Dallocchio 1996). 

Referring to figure 4.1, we can certainly affirm that a pure net worth 
based method is unsuitable for the estimate of equity firm value as long as 
a new company firm is concerned. Looking at the figure, in fact, we can 
notice that only a very small part of company value is explained by the 
amount of accounted assets, even if they are re-evaluated at their current 
market value. Most part of the value lays in intangibles and internally gen- 
erated intangibles aren’t recorded in the asset side of the balance sheet. 

However, net worth based methods can be useful for the analyst because 
they are based on methodologies that take into account also the value of in- 
ternally generated intangible assets. 

Equity value of the firm would then be calculated as follow: 

Value of Asset Place + Value of Intangibles - Outstanding , . ^ .. 

Literature regarding the valuation of intangibles (brand equity, patents 
portfolios, customers portfolios, workforce value etc.) is large, but for our 
purposes we can summing up the basic methods of valuation in two large 
groups (Renoldi 1992): 

1 . income based or cash flow based methods; 

2. reproduction cost methods. 

Income based and cash flow based methods share the same principles of 
valuation discussed in the preceding paragraphs. They try to estimate the 
flows that can be enjoyed thanks to the possession of the intangible in or- 
der to discount them to present and calculate the value the intangible 
would have if bought or sold today. Their approach is clearly forward 
looking and rely heavily upon forecasts. 

Cost based methods are instead focused on historical data. They con- 
sider the value of the intangible as the cost the firm would incur if it had to 
repurchase the asset in the conditions in which it is today. Examples are 
many: referring to new economy firms, take the case of a profitable portal. 
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If a portal is lucrative, he had passed successfully the start up phase, has 
consolidated its market position, has built a strong and stable customer 
base: these results come at a cost. Advertising, promotion, marketing ex- 
penses had been incurred by the firm in order to become a leader. The 
brand, at this point, can benefit from network effects and scalability of 
business. Another example is that of biotechnology laboratories: a strong 
pipeline of on-the-way projects is particularly appreciated by business ana- 
lysts.^' The highest the breadth of the portfolio, the highest the value at- 
tached to the lab. 

Reproduction cost methods try exactly to reconstruct the amount of 
money spent in order to obtain the availability of the intangible. 

The reconstruction is based on the following data: 

1. costs incurred and recorded in the P&L of the firm: provided that the 
costs haven’t been capitalized (otherwise the amortized value would be 
already accounted in the balance sheet), the analyst has to split the cost 
items in order to identify the not-recurring quote of costs sustained for 
the intangible development. For example, if the maintenance of a well 
know brand requires a 1 0% of sales for advertising budgets and the firm 
has spent a 15% percentage over the past 5 years, the exceeding 5% can 
be computed in the calculation of the reproduction cost. The same rea- 
soning holds true for R&D projects. 

2. Related investments recorded in the balance sheet: technology invest- 
ments, hardware and software, equipment for research are all items to be 
considered in the final valuation of the intangible. Related working capi- 
tal investments should be considered too. 

According to German Association of Biotechnology Industries (1998), 
reproduction cost is often the only viable way to determine the value of a 
biotech lab especially if it has been set up recently. However, the method 
faces severe pitfalls. First of all, it is based only on accounting data re- 



In the pharmaceutical and biotechnology industry, drugs sold on the market usu- 
ally pass through the following phases: 1. Discovery (basic research); 2. Pre- 
clinical (in vitro tests and trials on animals); 3. Clinical trials phase I (test on a re- 
stricted sample of human beings); 4. Clinical trials phase II (tests on larger sam- 
ples of human beings); 5. Clinical trials phase III (test on large samples of at least 
3.000 patients); 6. Approval of the competent Authority for the sale on the market. 
A biotech firm is valued not simply on the basis of the number of research projects 
in the pipeline but on the breakdown of the whole projects portfolio according to 
the development stage achieved. That’s because the conditional probability of 
success is obviously dependent on the stage of the project (Myers and Howe 
1997). 
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ferred to the past. Secondly and more importantly, it doesn’t tell anything 
about the efficiency in spending. A 5% more than average marketing 
budget paid by a portal doesn’t mean necessarily that the larger budget will 
contribute to the generation of a strong brand and loyalty effect. So, it’s 
difficult in a historical reconstruction of values to discriminate between 
value generating and unefficient/not value generating costs and invest- 
ments. 



4.5 Conclusions 

The valuation of new economy firms is essential to the success of a ven- 
ture capitalist. The ability to pay the right price for a would-be successful 
company affect straightly the performance of the investment portfolio. 
Paying too much for an equity stake depresses the final IRR reaped by in- 
vestors. 

There isn’t a general agreement on which is the best method to deter- 
mine the correct acquisition/selling price of firms working in high tech or 
very young industries. In the previous pages we have presented all the al- 
ternatives available. Some of them are rooted in the anglosaxon tradition 
(cash flow and market comparables), others are more known and used in 
Continental Europe but any of them fit perfectly to the special features of a 
new economy firm. 

We are firmly convinced that the value lays in the cash a firm is able to 
create in the future and that basic DCF models are the best way to evaluate 
high tech firms. If the forecast of cash is too hard, earning based methods 
and, as a last chance, net worth based methods can be applied. 

What probably is still the missing link is the availability of methodolo- 
gies that can evaluate properly the value of flexibility that several new in- 
dustry are experimenting. We have cited in different parts of this chapter 
the term “option”. Indeed, the school of real options has developed dra- 
matically in the past few years but, oddly enough, after a period of intense 
use by investment banks and pratictioners, today we see the coming back 
of more traditional methods. This is the clearer sign that value is still based 
on the fundamentals of the firm: good management, cash generation, 
clever management of business and financial risk. 
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5.1 Introduction 

Financial publications highlight how Italian companies (small, medium 
and large) are characterized by a "scarce" financial culture, both in terms 
of knowledge of the possible financial instruments available, and their ex- 
ploitation (Caselli 2001). The objective of the present discussion is not to 
examine the different causes that have brought about the present situation. 
However, it is not possible to ignore that this phenomenon has negatively 
affected the development of closed-end funds and all the other instruments 
used by investors in risk capital, as well as the growth of financial markets 
as a source for the development of the business. 

Certainly, favourite channels can be used to obtain a financing depend- 
ing on the size, age, reputation of the business, and on the availability of 
information (to the market and to the intermediaries). Figure 5.1 (Berger 
and Udell 1998) illustrates the overview of the process, in relation to the 
type of company and the following distinctive features. 

The closed-end fund is a financial instrument that raises capital from in- 
stitutional investors (e.g. companies, foundations, insurance companies, 
pension funds), and private investors, in order to invest in non-quoted 
companies with high growth potential (A.I.F.I. 2000). Clearly, it relates to 
a particular instrument comprehending two investment philosophies: if the 
fund invests in small sized companies that, after the first steps, require a 
strong hand to guide them, one can affirm with no doubt that it relates to a 
venture capitalist, while if the target is constituted by "young" companies, 
which are not mature enough to move in autonomy, the closed-end fund 
assumes the typical characteristics of private equity investors. 

Being at the same time a product, an instrument and an investor, it is not 
possible to trace an objective economic environment or a business sector 
for the closed-end fund, thus making it impossible to provide a clear and 
all-embracing definition of the phenomenon. In addition, this high "norma- 
tive" uncertainty makes a correct and meticulous analysis of the real evo- 
lution that the product is undergoing very difficult, as it can not be limited 
to specific characteristics. The "closed-end fund" phenomenon cannot be 
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defined, without having first gathered further information on the object of 
the investment. 
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Fig. 5.1. Different channels to obtain financing 



This environment of information "opacity" becomes even more obscure 
if the attention is shifted towards the resources that an investor is capable 
of offering to interested companies. Certainly, a part of the contribution is 
of pure financial nature: a capital able to support the predicted growth. 
Further necessary contributions although difficult to quantify economi- 
cally, are represented by the management, the know-how, the image, the 
reputation, and by the network of relationships. In addition, the degree of 
importance among these is never constant and varies according to the age 
of the company, its size and its changing requirements (see Fig. 5.2). 
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Fig. 5.2. The role of know-how contribution 

However, it is more than legitimate to agree with the thesis according to 
which venture capital funds, although they bring a smaller flow of finan- 
cial resources , in practice they "invest as much" as the private equity 
funds. It can also be claimed that the non-financial investment assumes 
less importance in the later years, when the projects have already started. 
In other terms, it is particularly at the beginning of a relationship between 
company and investor that the quality of the latter should emerge within 
the organizational structure, in order to reveal itself as indispensable 
“fuel” to the development of the projects judged suitable by the financial 
operator. 

This short introduction leads us to the following conclusion: a closed- 
end fund is significantly different from an open-end fund. In particular, the 
first difference is related to the typology of "target" company. Open-end 
funds invest almost exclusively in quoted financial instruments relating 
prevalently to large-sized companies already known to the market. This is 
not the case for closed-end funds. 

The type of contribution is also fundamentally different: open-end funds 
contribute only with financial instruments without performing any direct 
role in the management of the company', notwithstanding the voting right 



' For a small-sized quoted company, the presence of an open-end fund as a share- 
holder assumes, in any case, greater significance: certainly, financial contribution, 
but also image to be exploited with customers/suppliers/market. For this reason, 
the strategies and all the other fundamental choices are taken after considering the 
opinions of these qualified investors. However, the situation outlined is fundamen- 
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connected with the acquisition of the shares. It follows that it is impossible 
(perhaps it would be more prudent to say very difficult) to adopt the same 
theoretical approach (e.g. the theory of "management portfolio") used for 
open-end funds for mutual closed-end investment funds. It should be 
noted, however, that this situation does not derive from the doctrinal in- 
substantiality of the phenomenon, but rather from the difficult adaptation 
to the operating reality; this means that the concepts theorised are valid, 
but the application and the consequential interpretation are more difficult 
in this specific operating context. Not least, it is interesting to observe 
how, over the past years, the doctrine has all but ignored the problem relat- 
ing to the management of closed-end funds, contrary to what has happened 
with open-end funds. If this circumstance finds partial justification in Italy, 
due to the scarce diffusion of the phenomenon, it is less understandable 
when compared to the international experiences where venture capital and 
private equity have seen greater development. 

These are, in substance, the principal reasons giving rise to this contri- 
bution that, without supposing to be exhaustive, wishes to provide a stimu- 
lus to the discussion with reference to the peculiarity and criticality typical 
in the management of closed-end funds. In particular, the objective of this 
section is to explore whether a common "modus operand!" exists between 
managers of closed-end funds. In other words, whether it is possible to 
trace a common line that helps us to identify which are the key steps in the 
allocation of resources among different companies seeking investment. 
Finally, the paper attempts to highlight, where possible, the most signifi- 
cant differences with the open-end funds. Comparisons will therefore be 
made with relation to: asset allocation; stock-picking; performance deter- 
mination; evaluation of participations at the end of the investment; the 
management of liquidity and, finally, the function performed by the Inves- 
tor Relations. 

During the entire work there will deliberately be no reference to any 
type of closed-end funds classification or organisational model. This “radi- 
cal” choice is a direct consequence of the considerations that generated the 
proposal and the successive carrying out of the research. The strongly op- 
erating slant of the project, together with the need to find a standardization 
or a unified vision of the phenomenon under examination, added to the 
need to create an institutional reference. This has resulted in the author 
deciding to analyse the existing situation by verifying the processes com- 
mon to all funds, without dwelling on aspects that are clearly important 
but, in this context, scarcely significant. The concept of strategic asset al- 



tally different "from the interference" typical of venture capital and private equity 
instruments. 
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location is in fact ascribable to specialised closed-end funds both by sector 
and by geographical area. The final implementation of the choices is ob- 
viously different, but the initial theoretical concept is the same. In fact, as 
better explained further on, strategic asset allocation "builds ” the entire 
portfolio without entering into the specifics issues of the sector being ana- 
lysed. If, for example, the analysis concerning the single categories of 
"closed-end fund" products should consider how asset allocation changes 
on a variation of the aspect that the instrument wishes to highlight. It could 
be said that this kind of analysis does not provide added value to the 
reader who, intuitively, would clearly understand that if the conditions are 
not the same, the final exit composition is certainly not the same even 
when equal samples of target companies are being used. The concepts that 
will be used in the following examples refer to a common step for all 
closed-end funds, independently of the individual structures of each in- 
strument. In this research the existing relationships between the promoter 
and the manager of the fund^ will not be taken into consideration, as it 
wishes to provide an opportunity for any kind of technical debate, free 
from direct confrontations between those who designed the investment 
and those who, effectively, proposed it. The objective is as a matter of fact 
to analyse the execution model of individual operations. The resulting rela- 
tionships of force are already foreseen in the manager’s level of decisional 
freedom with reference to the choice of investment. 

Attempting a metaphor in the mechanical field, the objective of the 
work is to analyse how an engine works, regardless of the type of car and 
manufacturer . The variables excluded from the analysis are certainly very 
important, because the propeller of a utilitarian city car must be differenti- 
ated from that of a sports car, in terms of number of revolutions, speed, 
consumption levels, etc.; however, the so-called "testing bench" takes into 
consideration the same variables for all categories. 

This is the reason why, with reference to the present dissertation, the 
perspective is that of a "testing bench". We wish to analyse the character- 
istics of a closed-end fund, independently of the underlying organisational 
structure that created it (e.g. bank or private company), the "net" of exist- 
ing relationships between promoters and managers (same subjects, differ- 
ent subjects, etc.) and the variables they wish to maximise (e.g. project 
development speed , periodic cash flows, etc.). 

Before entering into the specifics, one further aspect must be examined . 
The various points underlined as "significant” must be considered as an in- 



^ For an exhaustive definition of these subject-matters and the relationship prob- 
lems found in the investments of risk capital, see Gervasoni 1989; Gervasoni and 
Sattin 2000. 
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tegral part of a single system, interdependent one from the other and, in 
the specific case of closed-end funds, strongly correlated. The objective of 
each single analysis is to determine the core problem or the specific pecu- 
liarities of the instrument being examined by comparing it with those 
normally found in open-end funds. In other words, we wish to demon- 
strate, in terms of operating model approach, that the “open” or “closed” 
adjective should not be considered as a simple indicator of different typol- 
ogy of funds, but as lexical expressions capable of distinguishing among 
different investment categories, corresponding to products constructed and 
managed in substantially different manners. 



5.2 Asset Allocation Process 

For all investments, strategic asset allocation implies a choice in the com- 
position of the fund by "area of interest". Normally, managers of open 
funds attempt to solve this problem by deriving several more or less per- 
sonalised models from those which, at a doctrinal level, are considered 
milestones and indisputable points of reference. That is, the modem port- 
folio theory introduced by Markowitz and successively developed by 
Sharpe and numerous other authors. The same methods can not be applied 
by the managers of closed-end funds for at least two reasons. T first relates 
to the fact that liquidity is not considered in the theoretical models an ele- 
ment which assumes considerable importance in the going concern and for 
the realisation of the fund strategies. The second relates to the impossibil- 
ity of defining the elements that constitute the basis of calculation. Manag- 
ers of closed-end funds do not have at their disposal all the necessary in- 
formation to calculate the p and the o of the shares. 

It should be noted that this situation is very similar to the conditions of 
those operators working in emerging markets characterised, among others, 
by peculiarities such as high risk, limited availability of information and 
specific research, non-existence of a developed secondary market (with en- 
suing difficulty in attracting fresh capital), high sensitivity (but difficult to 
quantify compared to macroeconomic variables). However, a detailed 
analysis of the problem identifies other specific factors that make the 
business of investors of risk capital completely different from that of oth- 
ers such as the non-existence of historical data, the novelty of the business 
in question, the absence of experience (both of entrepreneurs and interme- 
diaries). 

As a result of the non-existence of all the data necessary to define a 
standardised course in evaluating the intervention a manager of closed- 
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end funds finds himself in a condition of "information obscurity More- 
over, another problem concerns the calculation of the contribution of all 
those non-financial values that are an integral part of the investment, con- 
stituting a more or less evident link between the financier and borrower. 

It is evident that the strategic choices of a closed-end fund, are much 
closer to the logic of industrial investments than to the logic of financial 
investments typical of open-end funds. Hence why, before choosing by 
type or geographical area, it is necessary to define the level of involvement 
of the fund in the company's activity. Once the participation is taken, the 
instrument can activate a collaboration activity with the entrepreneur in- 
volving a simple intervention in case of necessity, up to the joint imple- 
mentation of the development plans. Naturally, the greater the involve- 
ment, the greater the closed-end fund makes investments of an industrial 
nature. 

A further direct consequence of the impossibility to perform a quantita- 
tive approach for the strategic choices of a closed-end fund is the impor- 
tance of the manager and all the analyst staff who assist him in defining 
the composition of the portfolio by sector and/or geographic area. In fact, 
in this case, more than the simple correlation between the returns of the ac- 
tivities financed or the quantification of the risks, the specific experiences 
of the company’s management and of the investment manager assume 
great importance. Thus, the process of strategic asset allocation between 
the different sectors and geographic areas is based on the growth poten- 
tials and on the "quantity" and "quality" of the experiences matured by the 
management of the fund and of the company. 

With relation to closed-end funds, the concept of strategic asset alloca- 
tion must, therefore, be widened, as the simple definition of "creating port- 
folio by area of interest " tends to limit its capacity. As previously men- 
tioned, the strategic variable that strongly influences the effective possibil- 
ity to carry out the objectives previously formulated directly depends on 
two factors: 

- Capital 

- Human resources 

These aspects tend to travel on two parallel tracks: the more the man- 
ager or better, the team that is entrusted with the implementation of the ob- 
jectives, has good reputation, credibility, experience, knowledge and ex- 
pertise, the greater the amount of capital subscribers will make available 
for the investments. This relationship is completely different from what 
happens with (large) open-end funds and the institutions who head them: 
the greater the financial resources, the greater the decisions taken on the 
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basis of quantitative analysis tailored on large volumes. On the other hand, 
this choice tends to limit the real contribution of the individuals who not 
only must be capable of “modelling” their own method and analysis capa- 
bilities, but must possess strong relationship capabilities being part of a 
large team. In closed-end funds, on the contrary, the main requirement is 
for people to be able to work on their own having a deep knowledge of 
specific companies and sectors. Ideally they should have a high profes- 
sional background and being capable of relating, rather than to colleagues, 
directly to entrepreneurs whose projects are subject to a con-tinuous 
evaluation. We do not mean to express an opinion on the difficulty re- 
quired in comparing one set of skills against the other, but we claim that, 
in relation to a manager of funds, the expertise required is strictly linked 
to the product that will be managed. 

It follows that the process of strategic allocation of the resources of 
closed-end funds presents at least a double value: the classic, standard one 
referring to the fundraising policy, choosing the size of the fund, the in- 
vestment policies (e.g. how to sub-divide the funds between geographic 
area and sector, small and medium companies), and establishing the priori- 
ties to be achieved; the second one, typical of the instrument, reflecting on 
the human resources side an aspect of strict criticality for reaching the ob- 
jectives. 



5.3 Investment Choices 

In the classic portfolio theory, after having defined the composition of the 
investment in different asset classes, it is necessary to transform the strate- 
gic asset allocation of resources in real portfolios. In practice, the geo- 
graphic area or sector must be turned into participations in companies. The 
principal objective of this phase, for the closed-end funds, consists of 
searching for and, successively, correctly evaluating the most important 
business plans to be transformed into effective development projects. 

It consists of a very important and, at the same time, delicate phase be- 
cause a private equity or venture capital operator does not have the same 
flexibility as that of a manager of an open-end fund: once the investment is 
made, a time period elapses within which the participation cannot be sold. 
As noted, in fact, the managers of open-end funds use the tactical asset al- 
location to exploit contingent situations that are created on the market in 
order to improve the results. 

In practice, the tactical asset allocation of a closed-end fund includes 
several aspects: selection and analysis of the investment projects, acquisi- 
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tion, monitoring and management of the participations. Obviously, this 
step must also examine those aspects related to fundraising or exiting a 
quota, but both are one-off choices, while the former aspects must be con- 
tinuously taken into consideration and timely re-evaluated. Especially in 
the initial phase, the flow of proposals (deal flow) is of fundamental im- 
portance as, in order to generate a "powerful effect" it is necessary not to 
run up against gross errors, which are not only related to the choice of in- 
dividual company, but also to the real possibilities to contribute in a sig- 
nificant manner to the development of the business through direct partici- 
pation in the management. 

One can therefore sustain that the tactical asset allocation for a closed- 
end fund are still more important than the strategic asset allocation because 
it is the only vehicle that can guarantee a result. In other terms this func- 
tion tends to have the same importance of stock-picking for the open-end 
funds, or rather with the choice of the individual shares in the portfolio 
(see Table 5.1). 



Table 5.1. Investment choices in closed-end funds and open-end funds 



STRATEGIC ASSET 
ALLOCATION 



INSTRUMENT 



OPEN-END FUNDS 
CLOSED-ENDS FUNDS 



ASPECTS 

EMPHASIZED 

Risk and return profile 
Diversification (especially 
the qualitative aspect), 
degree of participation in 
the management, deter- 
mination of "overall" po- 
licies 



TACTICAL ASSET OPEN-END FUNDS 
ALLOCATION/ CLOSED-end FUNDS 

STOCK-PICKING 



Extra-return 

Maximisation of the value 
of the participation 



During this phase decisions are translated into practice : e.g. insertion 
of clauses into shareholder agreements or in constitutional acts; decision 
on “interventionism” policy. Normally, besides the examples mentioned, 
this is realised through the direct participation on the board of directors, 
the possibility to nominate a number of directors, and the possibility to ob- 
tain information within a certain time frame. These choices not only better 
define what the manager of the fund intends by operating interference in 
the company, but also act as "limiting devices" of the risk. It has been said, 
in fact, that for closed-end funds it is impossible to define in a quantitative 
manner an appropriate measure of risk; that does not signify, at a tactical 
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level, that certain choices are not made in order to limit the effective expo- 
sure to factors determining the volatility of the final portfolio. Guarantee- 
ing himself the possibility of intervention, the manager limits the possibil- 
ity of any incorrect behaviour by the entrepreneur, for example a "disre- 
garding of banking covenants" from the agreements in place. An-other 
course that will give the same result provides, for example/instance, the 
participation of the fund in companies that, even if related to the same sec- 
tor (or geographic area), are experiencing different stages in their life cycle 
(start-ups or companies with much greater dimensions). Hence, at the same 
time, the difficulty of classifying closed funds among venture capital or 
private equity instruments. The most important risk to be en-countered in 
this phase by the fund managers relates to the possible "ad-verse selection 
" of the target companies. Unfortunately, only later on one can understand 
the real value of each operation performed. 

Even though the overview outlined up to now can suggest that the proc- 
ess is ascribable to a top-down approach, this affirmation can be extended 
to all managers as, in certain events, they could find it interesting to invest 
in a company belonging to an area not taken into consideration in the stra- 
tegic plans. The same cannot be affirmed for the managers of open-end 
funds who, except in well defined cases\ must adopt investment choices in 
line with pre-defined strategies, because the strategic asset allocation 
represents a precise “guide” for the portfolio management. 

The tactical asset allocation for closed-end funds, in a context of open- 
end funds, does not exist and also assumes connotations relating to the 
choice of the individual companies that must be inserted in the portfolio. 
Given the objective difficulties connected to the definition of the overall 
problem, even the valuation of the individual participations to include is 
difficult to classify, and it can be affirmed that there does not exist any 
specific methodology for the managers to follow in valuing their own in- 
tervention in the management of a business. It is a subject fundamentally 
different from that which will be analysed in the following section dedi- 
cated to valuing the participation at the end of the investment. During the 
selection phase, the risks and scenarios are even more indefinite and re- 
quire a much more detailed analysis and personalisation compared to the 
final phase when the projects undertaken give their hoped-for results, fa- 
cilitating the definition of the value of a participation. 

The fundamental points concerning the determination of the initial value 
of a quota are clearly related to the strengths of the business under exami- 
nation. In fact, other than the development scenario, the business model 



^ As for the "flexible funds". 
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under consideration (naturally if existing and standardised, as in the start- 
ups), the management value, i.e. experience, capacity, reputation, etc. 

This consists, obviously, of a process with little standardisation, in 
which the sensibility of the analyst assumes a fundamental importance. 
Therefore, the valuation of the individual activities take place through a se- 
ries of considerations which, connected one to the another, are capable of 
defining the degree of desirability of an investment: first of all, the com- 
pany must operate in sectors "of interest" for the fund (derogated condi- 
tion); in addition, the potential market must not be a niche"* as, in this way 
the obtainable results are less uncertain. Descending to the details of the 
individual single economic initiatives, the analysis relates to both the com- 
pany’s growth potential, through the application of theories related to real- 
ising cash flows and verifying the scenario, and the evaluation of the busi- 
ness model that must be strong and deep rooted in the organisation. 

In order to avoid easy misunderstandings, the managers of the closed 
funds like to repeat the following sentence: "Finance only what you 
know". In fact, given that the contribution relates to aspects not only 
purely financial, the investment has sense only if the added value of the 
fund can be considered significant or fundamental for the development of 
the company. 



5.4 The Liquidity Management 

The liquidity management process is prominent and critical, because the 
acquisition of the shares in a non-quoted company is normally made in 
several stages. The only way for the financial operator (provided that there 
is no legislation to the contrary) to limit the importance of the phenomenon 
is to allow the subscribers to pay the amount they have pledged in different 
stages, reducing the "mass" of liquidity initially held. If this option is not 
taken into consideration, the problem becomes febrile only for the short 
period, necessary to make the investments. 

As the objective of the closed-end fund is to invest in share capital of 
non-quoted companies, the liquidity is normally placed in non-risk in- 
struments, which are easily convertible in legal tender. Once the invest- 
ments are made, management problems decrease and become almost neg- 
ligible, as the quota in the fund cannot be turned into cash at any given 
moment. Hence, an evident difference compared to the open funds, where 



"* This concept must be considered as “relative”; it is possible, in fact, that, in the 
operating world, markets that for some are considered niche and thus of little sig- 
nificance, are, for others, subject to detailed analysis. 
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the problem of liquidity management is more important and difficult to 
manage as it is subject to the unpredictability of the investors’ requests. 
This particular situation establishes a different trend in the liquid reserves 
over the years in the two instruments. In the closed-end funds, for exam- 
ple, the trend is similar to a satellite turned upwards: in the first years of 
activity the research for opportunities and the technical timing relative to 
the investments mean that the "supply of liquidity" is high; in the short and 
medium term, liquidity assumes secondary importance as the participa- 
tions must be left to mature slowly. The problem relating to managing the 
liquid reserves rises towards the end of the funds’ activity, when the previ- 
ous investments made by the fund are transferred into cash for the re- 
distribution of the final result to the investors (see Fig. 5.3). 

It is possible to draw a similar, but not homogenous, trend for open-end 
funds, due to several peculiar aspects: firstly, the search for activities to 
invest in is much easier when there exists a reference market. For this rea- 
son, the amount of initial liquidity (received from the subscribers) does not 
stay still for an excessive period. The same phenomenon happens at the 
end because the exit process of the quotas is simplified by the same vari- 
ables. However, throughout the process the manager of an open-end fund 
must pay attention to the liquidity which is normally used to liquidate the 
quote to the subscribers, meet the commitments of the fund (e.g. the pay- 
ment of taxes) and , respond to “tactical”. 
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5.5 Evaluation of the Participation at the End of the 
Investment 

Even if the problem of evaluating a participation only becomes fundamen- 
tal at the end of the investment, it is useful to remember that, regardless of 
all other factors taken into consideration, the companies subject to analysis 
are not yet "mature" and may present some "critical areas" difficult to ex- 
ploit, such as the sector, entrepreneurial profile, future projects. 

Obviously, the estimate at the end of the investment will be far “sim- 
pler” compared to the same problem encountered by investors of risk capi- 
tal facing the decision to invest in the company at the beginning of the re- 
lationship. At “that time”, in fact, the risk associated with the 
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entrepreneurial activity was certainly greater, as the dimension were infe- 
rior and the same standardization did not exist in terms of business model 
that, on the contrary, may be in place at the end of the investment. 

Agreements undertaken between companies and investors normally 
make sure that at the end of the investment period there is a planned "exit" 
for the participation. In order to avoid possible tensions between entrepre- 
neur and financier, it is in fact necessary that from the beginning of the re- 
lationship there is a provision for how and under what terms the exiting of 
the quotas that, in the majority of cases are a minority holding will be 
made. 

The management company of closed-end funds or any other investor in 
risk capital establishes the objective of liquidating its presence in the com- 
pany through a private sale ("Trade Sale") or through the company’s quo- 
tation ("IPO")^ What is important is the presence of a third operator: as a 
matter of fact, a merchant bank, which determines the exit price, studies 
the valuation of the participation. Above all it is necessary to obtain a 
speedy exit is the presence of a series of exits all efficiently and easily us- 
able. 

The IPO, for example, represents a liquidation method that guarantees 
excellent image for the company and the private equity operator, but does 
not permit to obtain the maximum valuation possible (that is normally 
achieved in the trade sale operations) or guarantee the same strategic 
benefits or timeliness (e.g. the technical time necessary for a Stock Ex- 
change quotation) (MSDW conference 1999). The same considerations can 
be made by analysing the basic logic for choosing a trade sale that is 
probably slightly different from the points considered in the IPO case. The 
trade sale strategy is normally used by venture capitalists when the com- 
pany, although having reached excellent results, does not yet have or will 
never have the necessary dimensions to be quoted on the stock exchange; 
or when in order to reach this break even point it must consolidate its posi- 
tion through the intervention of another entrepreneur who may become the 
owner of the previous quota held by the closed-end fund. In addition, this 
opportunity is taken into consideration where company’s growth process is 
slower than either what was predicted when the investment was initially 
made or compared to the expectations of the venture capitalist. 

Regardless of the exit strategy taken, the presence of an investor of risk 
capital within the company simplifies the liquidation operation. One of 
these operators’ particular abilities consists in reducing the information 



* There exist other methods for the liquidation of the participations but the two 
shown here are those most frequently used by the operators. For further details see 
AIFI 2001. 
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asymmetry between the parties involved in the exit initiative. The presence 
of a venture capitalist in the company guarantees the quality of the opera- 
tion (be it an IPO or trade sale) through their own financial investments 
and reputation and renders, ceteris paribus, less costly the whole liquida- 
tion process, compared to the same operation made by a company without 
the presence of investors of risk capital among its shareholders. 

If, for example, the selected exit for the liquidation is an IPO, the prob- 
lem of valuing those shares related to the fact that they are, for the first 
time, traded on financial markets. The expectations are less clear if the ab- 
sence of information increases. An entrepreneur or a manager has, there- 
fore, a strong incentive not to reveal or to reveal with delay all adverse in- 
formation that could have a negative effect on the entiy price on the Stock 
Exchange. This , however, cannot be the case for the investors in risk capi- 
tal who, on the contrary, have a completely opposite incentive, as the mar- 
ket image is one of the competitive advantages of this particular industry. 
A solid reputation built on expertise, on the information provided to the 
market and the congruity of the prices adopted in the exit operation guar- 
antees the private equity operators that continuity of relationships essential 
for its development. In addition, this reputation permits them to remain 
competitive both in the stock market (for the IPO operations), and the 
companies’ market (for trade sale or successive investments) (Megginson 
and Weiss 1991). 

Therefore the exit strategies allow the investor in risk capital to return in 
possession of the liquidity held before the investments were made. The in- 
termediary, whether it is a closed-end fund or any other financier, is part of 
the whole initiative, and cannot be responsible for the valuation of its 
quota, as this situation would result in a clear "conflict of interest". For this 
obvious reason, the management of the whole activity is performed by 
primary merchant banks, which aim at providing a value for the participa- 
tion that must be liquidated through the market or by the intervention of 
another entrepreneur. The objective of this part of dissertation is not to 
show the various valuation techniques®, but to underline how managing 
these situations is not a direct responsibility of the closed-end fund, which 
has, in practice, the duty of "monitoring" the banker’s operation who, from 
time to time, is required to intervene. Naturally, the choice of the merchant 
bank by the entrepreneur (or much better, on the advice of the private eq- 
uity operator) is never random, as empirical evidence in the more devel- 
oped markets, in particular in the USA, demonstrates that the close ties ex- 
isting between these two intermediaries cannot be denied: the venture capi- 
tal companies always tend to choose the same merchant banks, especially 



® In particular, reference should be made to chapter 4 by Stefano Gatti. 
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for the IPO operations, while the merchant banks easily tend to commit 
themselves to companies with investors of risk capital (Megginson and 
Weiss 1991; Beattv and Ritter 1986; Rock 1986). 



5.6 Performance Determination 

Performance determinations follows the guidelines of by industry asso- 
ciations and specific regulations set by each single country where the "di- 
rectives" are acknowledged by the regulatory organisations in the financial 
sector. 

Nevertheless, for our purpose, it is not necessary to enter into the tech- 
nical and legislative details of the problem and all the considerations will 
be based on the analysis of the most recent instrument; the guidelines pro- 
posed by EVCA’ in March 2001. 

The guidelines proposed by the association are a reference point for all 
investors and not only for the category that we are analysing at the present 
moment. In fact, the strong development in the investments in risk capital 
has made inadequate and impractical a specific type of approach that, 
even if capable of providing further indications related to the single opera- 
tions and instruments, at the same time does not keep up with the level of 
diffusion of the phenomenon, or with the typical innovation in the finan- 
cial world. The guidelines proposed by EVCA may not be acknowledged 
by the operators but, in a business where the operators’ reputation plays a 
fundamental role for the success of the initiative, the danger that different 
managers ignore the association’s "advice" can deteriorate its image, thus 
making the work of research and development of the financier/company 
relationship much more exhausting. 

The problem of determining the performance arises when there does not 
exist an efficient market or where trading is carried out in a context of little 
transparency. In practice, when the concept of value can be freely inter- 
preted, there is a problem of finding a route that, even if not objective, is 
capable of standardising the key passages in order to arrive at the final 
value and ensuring that this final value is measured in accordance to the 



’ The EVCA (European Venture Capital Association) is the European association 
of investors in risk capital and has the objective of standardising the processes of 
acquisition, management, sale, valuation of the quotas between the different op- 
erators. This situation, in fact, is capable of allowing a simplification of the rela- 
tionships between all the participants and permits, in addition, a homogenous 
comparison at international level. 
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same principles by all the operators, in order to make the comparison eas- 
ier and, consequently, allowing a valuation of the operator. 

The concept of return can be calculated with reference to different nu- 
ances; EVCA has chosen to use the IRR (Internal Rate of Return) or rate 
of internal return (TIR) as a measure of performance; i.e. it relates to the 
net present value on the outgoings (in particular, the purchases of quotas) 
and receipts (dividends, exits) for one or more operations. This choice, 
even if it is from a mathematical point of view the most difficult to per- 
form, can be considered as the most correct, because this indicator is the 
only one capable of taking simultaneously into account the time variable, 
and can be calculated with reference to a single investment or a number of 
operations. 

The objective of calculating the performance is twofold: on one hand, it 
provides an indicator for measuring the ability of the manager to choose 
the target companies and manage the development projects; on the other, it 
obtains an indicator that, taking into account also the effective costs sus- 
tained by the subscribers, allows an evaluation of the effective “result” ob- 
tained by the investors. As the starting data are not the same, three dif- 
ferent levels of IRR that are normally taken into consideration: 

• GROSS RETURN ON REALISED INVESTMENTS: it gives the net 
present value of the entries and exits relating to the investments made 
(for example, the write-downs or bankruptcy not yet certain, are not in- 
cluded)*; 

• GROSS RETURN ON ALL INVESTMENTS: different from the previ- 
ous, it takes into account the possible value that the operation will also 
give to all the interventions still to be made (for example, a quota still to 
be invested or a write-down still to be made) with exclusion of the li- 
quidity reserve; 

• NET RETURN TO THE FUNDER: this is the measure that is most in- 
teresting for the subscriber as it clearly shows the final result, net of ex- 
penses and commissions that the manager applies to the product. Intui- 
tively, in this case, the liquidity reserve is also taken into consideration 
for calculating the return. 

Each manager of closed-end funds can decide whether or not to widen 
the data series available to the subscribers; for example, if a closed-end 
fund has participations in foreign companies, the return calculation could 
take into account the exchange rates effect. The information of the net re- 
turn, even if it comprises of all these aspects, which effectively have an 



* For more detailed information reference is made to EVCA 2001 . 
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influence on the management of a closed-end fund (or any other financial 
instrument), includes within itself a series of information that does not 
permit the comparison among several managers. If the weight of the li- 
quidity is not the same or the commissions and estimates are not equal, the 
comparison loses its significance. For this reason, normally the indicator 
most frequently used is the first, as it offers, even if partial, a complete vi- 
sion of the operation analysed®. 



5.7 The Function Performed by the Investor Relations 

In the first paragraphs, one particular aspect in the operating environment 
of closed-end funds was highlighted, i.e. the need for a large network of 
contacts. On one hand, this peculiar aspect is vital to the business devel- 
opment and, on the other, it is necessary to giving life to that sense of 
"trust" that normally links companies, closed-end funds and investors. 
Obviously, the non-existence of a regulatory market means that the only 
vehicle capable of furnishing correct information on the investments de- 
pends directly on the parties who take part in the operations. In practice, in 
private equity a generator of information which is different from the busi- 
ness actors does not exist. For this reason, the role covered in closed-end 
funds by the investor relations is of fundamental importance in streamlin- 
ing the state of information asymmetry and the risks of "adverse selection" 
that characterise the investment process in start-ups or in those companies 
that do not yet have the structure to proceed and grow autonomously. 

The IR (investor relations) function, in this particular economic context, 
has two fundamental objectives: receive the financing and guarantee the 
continuity of the relationships. The achievement of this goal also depends 
on the ability of the companies subject to the investment to internally cre- 
ate a series of information flows capable of providing in a timely and clear 
manner the state of health and, as a consequence, the possibility for the 
manager of the closed-end fund to enter in possession of all the necessary 
data in order to "refer" to the subscribers. As the investments under exami- 
nation have the final objective of obtaining a suitable capital gain at the 
end of the investment, even on a medium-long term time horizon, the role 
performed by the IR is fundamental for the maintenance of "good rela- 
tions". In fact, they relate to operations that, especially at the beginning, do 
not give satisfactory results and, in order to limit the possible and natural 



® Also the AIFI, the Italian association for investors in risk capital, in the periodic 
publications on the theme for the valuation of the results of the investments, utilise 
the Gross Return as the indicator on return. 
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state of apprehension of the subscribers, it is indispensable that the closed- 
end fund or intermediary following the investment offers a series of infor- 
mation showing to outsiders their commitment through constant and effec- 
tive monitoring of the work performed. 

The quality and quantity of information that must be made available di- 
rectly depends on the particular operating context of the closed-end funds 
(see Fig. 5.4): in fact a substantial flow relating to economic and fman-cial 
results, strategies, efficiencies is not enough, but a commitment to cre-ate a 
range of indicators relative to an analysis of the market, managers, fu-ture 
projects, state of the investments, etc is also necessary. In other terms, the 
managers of the fund and, as a consequence, the entrepreneurs fi-nanced, 
must offer a large number of data including events that are not di-rectly as- 
cribable to the business operations. As a matter of fact, this flow must con- 
vince, in the first instance, the managers of the fund and then the subscrib- 
ers on the health of the investment and, independent of all other 
considerations, must demonstrate the growth targeted by the company. 
Since the projects in which to invest are numerous, the discriminating fac- 
tor that influences the choice is the quantity, quality and speed with which 
information is available. Given that the IR function represents, in whatever 
context the analysis is made, the connection between the internal organisa- 
tion and the external world, an actively supported IR development pro- 
gramme can be an instrument that, realistically, any company interested in 
the investors of risk capital and all investors themselves, must put in place 
in order to overcome the typical anonymity of the market and, therefore, 
obtain the investors’ interest. Up to this point there has been no conscious 
wish to separate the IR between the company subject to the investment and 
the intermediary who decides to make the financing operation as the 
"semi-industrial" logic underlying all the private equity operations does 
not permit to define, in an objective manner, how much and which data are 
absolutely necessary in order to prepare the reports. The only matter that 
can be confirmed with certainty is that the amount of information that the 
closed-end fund must furnish to its subscribers is certainly superior to that 
which the company must furnish to the intermediary. This is easily under- 
standable. In addition to the information on the individual investments, the 
subscribers have the right/need to receive information on the health of the 
closed-end fund itself. 

Thus, for the closed-end funds the IR function must be analysed from 
two perspectives : the first sees the intermediary as a simple reporter of 
another person’s data, and the second, on the contrary, sees the closed-end 
fund as an autonomous source of information relating to the state of its 
own business. 
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In particular, in relation to the first aspect, the correctness, quality and 
timeliness of data depends directly on the ties that each fund manages to 
contrive with the entrepreneurs subject to the investment and the ability of 
the fund managers to place some of their “own men” in the key roles or to 
insert specific obligations within the financing contract. All this informa- 
tion is used by the managers to better understand the state of progress of 
the operations undertaken and for the subscribers to learn the principal 
characteristics of their own investment target. 



COMPANY 

Data on: economic and financial results, strate- 
gies, market positions, managers, future projects, 
state of investment in course, etc. 




CLOSED-END FUND 
Data on: number of investments made, number 
to be made, cash requirements, IRR, research 
synergies, exit strategies, etc. 



Fig. 5.4. The information level requested by the subscribers 

The IR represents one of the “channels” a company possesses in over- 
coming the anonymity typical in the financial markets and in attracting the 
investors’ attention. In other terms, any entrepreneur wishing to get the in- 
vestors’ attention, to increase the liquidity of its shares (especially for the 
quoted companies), and create the basis for attracting capital in the future 
must provide to the market all the information requested for achieving 
these medium-long term objectives (McBride A S and McBride R G 
2001). On one hand, in the closed-end fund managers’ perspective, it is 
better to invest in companies that believe in this function, as, at the end of 
the investment, it will be much easier to exit liquidating the participation. 
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On the other hand, in relation to the closed-end fund as an autonomous 
generator of information, the attention must be turned to the distinct char- 
acteristics of the fund such as the number of investments to be made or the 
quota invested by sector, and on more specifically strategic aspects such as 
the control of management or intangibles. 

For a closed-end fund, the IR function assumes different meanings: 

• It increases the subscribers’ knowledge of the companies in which in- 
vestments are held 

• It "guarantees" the solidness of the project even in uncertain moments 
(e.g. at the beginning of the operation when the results get slowly) 

• It strengthens the image and credibility with other financiers (e.g. with 
other venture capitalists or banks) 

• It improves the image and reputation in the market (as not all the com- 
panies interested by investors of risk capital are effectively subject to 
successive operations) 

It is likely that it relates to a series of activities that can be included 
within the context of marketing operations: for a closed-end fund, IR is es- 
sentially a function related to image. In a company’s perspective, it is clear 
that, in the latter case, the fundamental marketing objective is to make its 
products better known to the acquirers. In the closed-end fund, one can 
adopt the same viewpoint: the managers of the fund want the details of the 
instrument better known to the subscribers. 

At the same time, however, one can affirm that the IR of private equity 
intermediaries do not have such a limited meaning. First of all , assuming a 
purely marketing vision one misses what in reality distinguishes such an 
investment compared from a purely financial contribution, i.e. know-how 
and reputation. In addition, it is not possible to obtain all the qualitative 
aspects connected to an investment’s efficiency. It follows that, in this spe- 
cific case, the IR can also be a strategic guide for the companies and, if 
necessary, for the other investors. The ability of the fund managers to cor- 
rectly interpret and "carry" the information to the subscribers, with respect 
to the aspects not easily measurable or connected to non-physical aspects, 
represents a further effort to strengthen the relationships between the par- 
ties involved in the operation. Factors such as the loyalty of the manage- 
ment or the workers’ "contentment" and participation or the effects of so- 
cial and environmental policies involving the company can be explained 
and brought to attention only in a qualitative way as they are not easily 
measurable. This is why the more these aspects assume importance in the 
investment of a fund, the greater must be the relationship effort made by 
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the managers who must report these aspects, which normally lie outside 
the remit of standard reporting, clearly and correctly. 

The IR function is evident of strategic guide is evident in relation to 
those companies that are targets for the closed-end funds and are character- 
ised by elements of innovation, quality, new products, technological evolu- 
tion, social and environmental policies, improvement in internal relations, 
etc., or rather phenomena where it is difficult to find a classification in the 
financial or cash flow statements. And as a matter of fact , these variables 
play the most important role in determining the suitability or otherwise the 
investment decision, by both the subscribers and managers of closed-end 
funds. However, a valuation that does not take into consideration these 
drivers would consider, without any doubt, these companies not interesting 
as they are devoid of results, even if in reality characterised by projects, 
strategies and objectives worthy of consideration. 

In order to avoid limiting conclusions, it is useful to highlight one last 
aspect: the "operating" management of the relations is not easy at all as it 
shows in a series of facts that, if taken singularly, are not significant, but 
play a vital role if considered in the context discussed above. For the man- 
agers of closed-end funds, the concept of relationship is much wider and 
goes from a simple telephone call from a subscriber who is anxious for the 
investment made, to the direct participation in the board of directors of the 
companies in which investments are held; to the preparation of the periodic 
financial reports; to the road-shows in order to find new financiers, rela- 
tionships with the specialised press or research centres; to the updating of 
the internet site, etc. It therefore consists of a series of operations that must 
be carefully planned where the "time management" takes on unavoidable 
importance: looking at the investments where the payment of dividends or 
cash flow are not the only decision drivers, every activity must be seen, 
organised and endured as a strategic key because it has a fundamental im- 
pact on the development of the next one. One thinks, for example, of the 
"future effects" of an absence at a social assembly or at a meeting of the 
board of directors, or simply, to an impolite response to an investor’s tele- 
phone call. 



5.8 Conclusions 

The analysis carried out allows to draw several conclusions on the meth- 
odology that should be followed by the management of closed-end funds. 
A special focus has been placed on those factors that have influenced 
these choices. We will first propose a brief list of the facts that, according 
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to the author’s point of view, are fundamental to a correct evaluation of 
the closed-end fund phenomenon. These should also be taken into account 
when conducting further studies on risk capital investments: 

• closed funds bring partnership capital and not only financial capital; 

• venture capital and private equity are "relationships businesses based on 
the managers‘ reputation"; 

• the importance of the human element is one of the critical success fac- 
tors; 

• the absence of a market strongly influences the methodology adopted 
when choosing the participations. 

It is evident that the success of any investment directly depends on the 
strategic decisions and the management activity, i.e. the coherence of the 
strategic formula and of the ability/expertise of the manager’s human re- 
sources in translating in operating behaviour what was previously fixed as 
an objective. The workforce is as a result the natural basis of the fund 
management activity. It is in fact e responsible for all those steps that, if 
correctly carried out, bring the results to the subscribers and guarantee the 
achievement of the expectations. 

The centrality of the human resources also estimates the real contribu- 
tion that the various phases bring to the final performance. In fact, the at- 
tempt to allocate the result to each different phases of the process (strategic 
asset allocation, tactical asset allocation, etc.) is clearly impossible. 

More that the financing ability what counts for the closed-end funds are 
diverse activities such as the ability: to attract and maintain the manage- 
ment for the fund; to create a team of people who work well together and 
characterised by integrated acquaintances, consisting of long term inter- 
connected relationships with the target market. The centrality of human 
contact can be found in all the construction and monitoring phases of the 
instrument. This is in line with the concept of partnership capital, accord- 
ing to which the financing is not conceived as a mere operation in itself, 
with the sole objective of remunerating the investment made, but as an en- 
try in a company with an integrated vehicle of instruments (not only of a 
financial nature), in Order to support its development. Being the nature of 
the contributions a "hybrid" one, also the relationships between company, 
fund and subscribers cannot be explained by using just one variable. What 
connects the closed-end fund and the company is in fact not only the fi- 
nancing in the same way that what connects the subscribers and the fund is 
not only return. The results achieved are certainly important, but those who 
acquire the quota of an instrument want, at the same time, to be informed 
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in a direct and complete manner on what the managers are proposing. 
Transparent information certainly makes the relationships less tense in 
case, for example, of a write-down in the participations. At the same time, 
the entrepreneurs financed must find in the managers of closed-end funds a 
source of continuous dialogue, as the possibility and effectiveness of any 
interventions are critical factors for the success of the entire operation. The 
situation just outlined changes significantly if compared to that of open- 
end funds, where there is a well defined "distinction" between subscriber, 
manager of the fund and companies. This factor could however lead to 
think that, in this business, the relationship capacities are not of funda- 
mental importance for its development. 

The activity of investment/financing in projects with high development 
potential are not only characterised by a high risk/retum profile, but also 
by the long time horizon requested from the investors in order to deliver 
the results. For this reason, the closed-end fund is comparable to wine that, 
in order to become truly superior, necessitates a slow "ageing" process; In 
business too there are entrepreneurial enterprises that, before giving con- 
crete satisfaction to their shareholders, require particular attention and time 
in order to be transformed into concrete operations. 

Essentially, all the decisions relative to the portfolio depend on the mar- 
ket opportunities, the ability to develop the companies, the fund mission. 
All these aspects require a very strong relational channel between financier 
and financed, in order to be taken in serious consideration or just to be 
visible. Small and medium sized companies subject to risk capital opera- 
tions do not enjoy the notoriety that is typical, for example, of the quoted 
companies, to The absence of institutional channels of communication 
outlines how the relationships between companies and investors are still 
based on reciprocal acquaintances (personal and business) rather than on 
standardised information. As personal relationships can be developed only 
if reciprocal trust and credibility exist between the parties. It is evident 
that a business with no trading market characterised by the high operating 
risk of the investments must be based on strong interpersonal relationships 
among the operators. 

The absence of a place in which to trade and the lack of standardised 
processes play an important role in determining the value of the participa- 
tion. Even the less complex valuations, that is those related to the sale of 
the quota invested, are not characterised by a common course by the opera- 
tors, but rather by the importance assumed of the "personal variable" or, 
simpler, by the analyst’s sensitivity in interpreting the activities and the 
company’s projects. However, for the instruments under examination, the 
problem of the underlying methodology of the valuation criteria adopted in 
order to determine the value of a participation is particularly felt only in 
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two stages of the fund’s life: at the beginning of the activity, when acquir- 
ing the quota, and at the exiting, when the capital gain of the fund’s inter- 
vention in the company is determined. 




6 How Does a Venture Capital Work: Case 1 - 
Pino Ventures 
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6.1 Pino Venture Partners and Pino Partecipazioni S.p.A. 

Pino Venture Partners is an Italian company for operations in information 
technology, communication and media. Pino Venture Partners S.r.l. and its 
partners specialise in venture capital, strategic advisory services and pri- 
vate equity. 

In venture capital Pino Venture is Advisor to Kiwi Management Com- 
pany Ltd, which manages Kiwi I Ventura Servi 9 os SA, a Euro 110 million 
investment company. Pino Partecipazioni S.p.A., an affiliate of Pino Ven- 
ture, is Advisor of Kiwi II Management Company, Luxembourg, which 
manages Kiwi II Ventura Servi 90 s de Consultoria SA, a second European 
venture capital initiative in the fields of telecommunications, media and in- 
formation technology. 

Pino Venture Partners, founded in 1997, capitalized on the industry 
knowledge and the international venture capital experience of its two 
founders, Elserino Piol and Oliver Novick. Pino Venture is considered as 
the first mover in the Italian market, at a moment when the liberalization 
of the telecom market, the growing supply of high bandwidth infrastruc- 
ture, the Internet and new technologies created opportunities to develop 
new and innovative companies, the European market was underserved by 
venture capital providers and the growth of European stock markets 
(EASDAQ, AIM, Nouveau Marche, Neuer Markt and Nuovo Mercato) ca- 
tering to smaller companies increased exit opportunities. 

Pino Venture is not an investment bank, or a fund operating in the pri- 
vate equity field. Nevertheless, in its area of specialisation, Pino Venture 
may operate to find and/or support private equity investors. The core busi- 
ness is to provide equity capital to unlisted companies, both on a majority 
or a minority basis, with the final objectives to maximise their value for 
the medium-long term. Through various co-investment agreements with 
leading qualified institutional investors, Pino Venture has privileged access 
to a large amount of capital resources, which allows Pino Venture to sug- 
gest transactions of almost any size, being active also in structuring and 
finalising large initiatives in the IT/Telecom business. 
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Pino Venture brings its industry knowledge, international business ex- 
perience and venture capital know-how. This helps Kiwi’s portfolio com- 
panies to develop and maximise the potential of their ideas. Pino Venture 
helps companies to formulate strategic and marketing plans, break into 
new markets, arrange business and professional contacts and recruit key 
personnel. Pino Venture can provide not only partners with financial re- 
sources, but also qualified and reliable strategic and professional support 
for the realisation of an expansion strategy or for the access to stock ex- 
change markets, both in Italy and abroad, with the final purpose of maxi- 
mising the shareholders value. Pino Venture provides, on a selected basis, 
a range of advisory services in the corporate finance area, including advice 
on company valuations, mergers, acquisitions, disinvestments and capital 
restructuring. 

Pino Venture offers consulting services to the following target client 
segments: 

- Seed stage (Founders/Entrepreneurs), assisting the development of busi- 
ness plans (strategy and business model), helping to recruit management 
and/or supplying interim managers, helping to raise finance; 

- Start up and early stage (small companies), refining strategy, helping to 
recruit management and/or supplying interim managers, helping raise 
finance; 

- Non-European (particularly US) companies seeking to establish Italian 
or European subsidiaries, JVs, or licensees, assisting the development of 
Italian/European entry strategy, helping to recruit management and/or 
supplying interim managers, helping to find investors if Ital- 
ian/European business is to be a separately funded venture, locating po- 
tential licensees; 

- Major telecom or information initiatives in Italy, assisting to assess the 
opportunity, assisting the development of business plans, helping to re- 
cruit management and/or supplying interim managers, helping to secure 
strategic investments and to deal with Government Constituencies; 

- Financial institutions seeking to invest in information and communica- 
tion companies, providing commercial due diligence or invest- 
menEfinancial appraisals and assisting the development of the invest- 
ment strategy. 
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6.2 Kiwi i and Kiwi II 
6.2.1 Mission and Structure 

Kiwi I Ventura Servifos S.A. is a Euro 110 million venture capital initia- 
tive based in Madeira (Portugal), focused on telecommunications, the 
Internet and new media. Launched in October 1998, Kiwi I is managed by 
Kiwi I Management Company Ltd, Jersey, and Pino Venture is the advisor 
to the Management Company. 

Kiwi II Ventura Servi 9 os de Consultoria S.A. is a Euro 500 million ven- 
ture capital initiative based in Madeira (Portugal), focused on telecommu- 
nication, hardware and software infrastructure, the Internet and new 
emerging technologies. Launched in April 2000, Kiwi II is managed by 
Kiwi II Management Company, Luxembourg, and Pino Partecipazioni, a 
wholly owned subsidiary of Pino Venture, is advisor to the Management 
Company. Pino Partecipazioni is also investor in venture capital initiatives 
in Italy. 

Both Kiwi I and Kiwi II have Advisory Boards, which assist the Man- 
agement Companies with definition of the strategy, deal flow and industry 
contacts. Leading investors are represented on the Advisory Boards. The 
Advisory Board is also a means by which investors can evaluate the activ- 
ity of the management company and the formulation of the global portfolio 
strategies. There is also an Executive Committee of the Advisory Board, 
representing investors to deal with conflicts and strategy matters, and a 
Valuation Committee to deal with valuation issues. The general meetings 
of the Advisory Board are usually held twice a year, generally in parallel 
with the Investors’ Meeting, in order to inform investors about the strate- 
gies, the investments made and the related performance. 

The financial objective s of Kiwi I and Kiwi II are the same as the one 
of the entrepreneurs which they support: substantial long-term capital 
gains. Kiwi I and Kiwi II encourage substantial ownership by the com- 
pany’s founders and key personnel and back management teams which 
combine entrepreneurial talent with business skills, in order to exploit op- 
portunities for fast-growing innovative products and services. 

While investment criteria may vary depending upon the type of transac- 
tion, Kiwi I and Kiwi II believe that the following elements are critical to 
the success of their investments: thorough due diligence prior to investing, 
close monitoring of Investee companies, identifiable exit strategies, and ef- 
fective communications among Kiwi, the Management Company, the ad- 
visors and investors. 

In Europe, US and Israel, Kiwi initiatives have access to the partners’ 
network of venture capital relationships, including 4CV, Alta Berkeley, 
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Amadeus, Invesco, Part’com, Quest of Growth, UBS. This translates into 
better deal flow and co-investment opportunities for Kiwi. 

6.2.2 Key Terms and Investors Relations 

Kiwi I and Kiwi II key investors are financial institutions, major compa- 
nies, pension funds and insurance companies. 

Investors invest in shares of Kiwi; each investor agrees to a “Total 
Commitment”, that is the maximum amount for which it will be responsi- 
ble to Kiwi. At subscription, investors paid into Kiwi 6% of the Total 
Commitment, and for the rest the Management Company makes periodic 
draw downs as investment opportunities are identified; draw downs are 
made on call of the Management Company in proportion to the shares 
owned by each investor. 

The duration of Kiwi I and Kiwi II is fixed as ten years (agreed exten- 
sion is possible), while the draw down period is fixed in 4 years with ex- 
tension of up to 2 years, depending on market trends, deal flows and in- 
vestment opportunities. The general rule is that as soon as Kiwi sells one 
of its participation, the proceeds are paid back to investors (i.e. proceeds 
are not reinvested). 

The Management Company produces a quarterly report to investors, to 
permit them to evaluate the performance of their investment and to provide 
for their own reporting requirements. The quarterly report is sent within 
sixty days from the end of each quarter. 

The quarterly report gives information about the fund performance and 
the portfolio companies. As regarding fund performance, the principal in- 
formation are represented by the statement of the overall position of the 
fund - i.e. total commitments, total drawn down and invested to date, total 
distributed, current investments, new investments, total committed or re- 
served for follow-on investments, total remaining available for draw down 
-, the statement of the management fees and carried interest, the IRR fund 
calculations, the portfolio valuation and the overview of the economic and 
venture capital environment. As regarding the portfolio companies, the 
main information given in the quarterly report concern: general informa- 
tion on the portfolio company - i.e. name, location, mission - and the in- 
vestment - stage, amount invested, percentage ownership, board represen- 
tation, valuation at time of investment -, significant events and issues 
during the reporting period, budget, profit and loss of the period. 

The investment focus: stage and size of investments (see Fig. 6.1). 

The mission of Kiwi I and Kiwi II is equity financing in initiatives in 
seed money phase, start-up stage as well as emerging growth stage, where 
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the Management Company and its advisors can provide concrete contribu- 
tions based on skills, knowledge and contacts; the investment focus is on 
small and medium companies able to grow (investing in “baby” compa- 
nies, not in “dwarf’ companies!). Pino Venture supports with advisory 
services in financing needs even in later stages. 




Fig. 6.1. Kiwi I and Kiwi II investment focus: stage of investment (Somce: Pino 
Venture Partners) 



Kiwi I and Kiwi II investment strategy is based on active involvement 
with emerging and growth-oriented private companies, having a well fo- 
cused business, where there is a well defined market need, strong differen- 
tiation and significant barriers to entry. Kiwi’s investment program is pro- 
active, so that investments are not only based on “traditional” deal flow - 
developed trough their Advisors’ extensive relationships in the target in- 
dustries and in venture capital community - but also on the identification 
of opportunities and creation of green field initiatives. “Waiting for busi- 
ness plan is not enough! Venture capital of the digital age moves from be- 
ing a mainly financial play to being a “full service” operation” (Piol 2001). 

The size of investment in any individual Investee company is usually 
between Euro 1,000,000 and Euro 5,000,000; no more than 15% of the To- 
tal Commitment of Kiwi’s investors is invested in any single Investee 
company. Kiwi I and Kiwi II also make seed investment of less than Euro 
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1,000,000 to support promising projects in the embryonic stage. Invest- 
ments in seed money and start up projects are usually split into two or 
three successive rounds, being the second and the third rounds submitted 
to some milestones by the Investee company. Depending on the circum- 
stances, Kiwi I and Kiwi II seek co-investors after the first round. 

The equity ownership in each Investee company depends on both the 
evaluation of the company and the investment required. Typically Kiwi 
hold minority share between 15% and 35%. If Kiwi is lead investor, a seat 
on the Board of Directors of Investee companies is normally a require- 
ment. 

6.2.3 The Investment Focus: The Reference Market and 
Strategy 

Europe, and particularly Italy, has been chosen as reference markets, be- 
cause of the presence of many areas of high growth in services (particu- 
larly telecommunications, new media, electronic commerce and the Inter- 
net), that have been either monopolies or non-existent until recently; there 
are no natural players ready to dominate these areas and this is particularly 
true for Italy. In addition to this, Italy is characterised by lower penetration 
of technology applications, less developed (but growing) financial mar- 
kets, attractive entrepreneurial environment and opportunities for import- 
ing business ideas from other markets. 

Pino Venture and Pino Partecipazioni, as Advisors to Kiwi funds, follow 
few simple rules in suggesting investments. Kiwi I and Kiwi II strategy 
can be summarised in the following: 

- Invest only in initiatives operating in areas deeply known by the part- 
ners of Pino Venture and Pino Partecipazioni (i.e. information technol- 
ogy, telecom, Internet, media). Elserino Piol always says: “We may 
make mistakes in investing in our areas of knowledge. Imagine what can 
happen if we invest where we do not know anything. There are very im- 
portant and innovative sectors, like biotechnology, that are not consid- 
ered by Pino Venture because of the lack of knowledge and, as a conse- 
quence, Pino can not add value”. 

- In accordance with the previous point, giving the knowledge of Pino 
Venture of the Italian market. Kiwi I and Kiwi II are lead investors, 
“promoters and entrepreneurs” in Italy, taking the major responsibilities 
toward the company, the management and the other shareholders. Kiwi I 
and Kiwi II are also active co- investors in Europe, US and Israel, focus- 
ing on deals where the lead investors are other venture capitalists known 
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and trusted by Pino and where Kiwi’s Italian presence is seen as added 
value. No more than 15% of the total commitments may be invested 
outside Europe. 

- Every company in which Pino Venture recommends to invest must be 
very focused, having a limited, well defined mission, and a break- 
through model (frictionless scaling and exponential growth). Pino is 
reluctant to suggest investments in companies that try many different 
businesses at once. When a company grows it may diversify, but during 
the start-up stage it must have only one mission. 

- The market to be addressed shall be large; if the company addresses a 
large market, it may growth even with a limited market share, while if 
the target market is limited, the growth requires a relevant market share, 
and this is too risky. The market to address shall exist. Many Net Econ- 
omy companies failed because they thought their idea could develop a 
new market; even if this could be possible, it is too risky. Kiwi I and 
Kiwi II generally focus on initiatives applying concepts and technology 
already successful in more advanced markets, like USA, in order to of- 
fer new services, rather than developing new technologies or products 
requiring the development of new markets. 

- The market of products and/or technology (hardware and software) is 
global. Therefore, as an example, an initiative in the product area must 
be able to compete also in USA requiring investments in marketing, 
sales organisation in US, otherwise it does not have any chances. The 
situation is different in the Italian market of telecom services, infrastruc- 
ture and the Internet, where operators must be local, even if subject to 
the rules of globalisation. Pino Venture advises investments believing 
that major opportunities are represented by service companies where, to 
have a dependable competitive advantage, local knowledge is of para- 
mount importance - differences in culture, language and business prac- 
tices - and new services may apply advanced technology already proven 
in other markets. 

- The strategy of Kiwi in the next months is basically to concentrate on 
the present portfolio, investing only in portfolio companies where there 
is potential value and helping these companies to get additional financ- 
ing and building lasting organisations. The first decade of the new mil- 
lennium' might be the decade of growth capital managed with the VC 
style, where the thoughtful and well implemented adoption of technol- 



' Eighties were the decade of buyouts and Nineties were the decade of venture 
capital. 
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ogy will lead to industries transformation, competitive positions im- 
provement and sustainable value creation and where good businesses 
will absorb the technology advances of the past two decades to continue 
the innovation push and to create growth and lasting value. 



6.3 From Deal Flow to Investment 

Deal flow to Kiwi comes from entrepreneurs as well as from other venture 
capitalists. Deal flow analysis is made by Pino Venture in its role of Advi- 
sor; some deals are originated inside Pino Venture, when an opportunity is 
individuated in the market. In this case, Pino Venture operates establishing 
the company, doing the business analysis and the business plan, individu- 
ating management team and eventually other investors. 

All the deals addressed to Pino Venture are registered in a database and 
classified by source, geographical distribution, phase and industry. Deal 
flow, especially coming from USA, is an important source of information 
on market trends. 

During year 2000, there was a sharp increase in deal flow, reaching 
1,500 deals. Since the beginning 2001, deal flow showed a decreasing 
trend in number, obviously due to the negative mood characterising the 
market (Fig. 6.2). During 2000, as a consequence of the high number of 
deals received by Pino Venture, the definition of deal flow has been nar- 
rowed to exclude contacts and initiatives which Pino Venture decided not 
to examine in any detail because the opportunity was outside of Kiwi’s 
strategies focus or because the information provided was unsubstantial. 
Even in these cases the policy of Pino Venture is to reply to all contacts 
(and often this results in best formulated proposals in a latter date). 
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Fig. 6.2. Deal flow Pino Venture and Pino Partecipazioni 2000-2001 (Source: Pi- 
no Venture Partners and Pino Partecipazioni) 

As regarding the source, consolidated data show that entrepreneurs rep- 
resent the major source of deal flow (ranging from 65% to 80% of the total 
deals); deals submitted by other venture capital companies are generally in 
the order of 15-20%, having had an increase during year 2001, as a conse- 
quence of an increased international visibility of Kiwi. Other sources of 
deal flow are represented by portfolio companies contacts, lawyers, con- 
sultant companies. 

Because of the focus of Pino Venture, Italy has always represented the 
major source of deals (usually more than 50%), followed by Europe (from 
12% beginning 2000 to 24% in 2001) and USA (ranging from 8% to 1 8%). 
More than 60% of the deals are related to seed and start-up initiatives, re- 
flecting the focus of Kiwi; the average size of investments requested has 
been steady, ranging from 2 to 3 million Euro. Breakdown by industry has 
shown the dominance of Internet initiatives (with a consistent decrease 
from 2000 to 2001) and telecommunication, while infotainment, media and 
mobile Internet project are a minority. During the third quarter 2001 the 
breakdown by industry showed a particularity: a great number of proposals 
had an industry focus external to the areas in which Kiwi II invest, such as 
real estate, semiconductors, medical devices, biotechnology, energy. 

Deal flow is analysed by Pino Venture as far as the proposals are re- 
ceived. After analyses and meetings with promoters, Pino Venture submits 
the investment proposal to the Management Company, whose Board of Di- 
rectors decides if approving the investment or not (see Fig. 6.3). The aver- 
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age timetable of operations from deal flow to investments are as the fol- 
lowing: 



FIRST 

COIITACT 



FIRST 

DIRECT 

MEETING 



PRELIMIN. 

DECISION 



SECOND 

DIRECT 

MEETING 



FINAL 

DECISION 




♦ ♦♦ ♦♦ ♦♦ ♦♦ ♦ 

1-2 wks 1-2 wks 1 wk 3-4 wks 1 wk 

Fig. 6.3. Timetable from deal flow to investment (Source: Pino Venture Partners) 



6.3.1 Information Gathering and Project Assessment 

This phase lasts from two to four weeks and covers the whole analysis of 
the project through business plan analysis and meetings with founders. The 
decision drivers of investments can be summarised in as following: 

- Business plan. The ideal business plan is formed by: executive sum- 
mary, management team presentation, company presentation, market 
and competitive analysis, products and services, sales and marketing 
strategy, financial and economic projections. The executive summary is 
basically a resume of the key elements of the company, some of which 
will be better analysed in the rest of the business plan: mission and 
business model, products/services offered by the company, target mar- 
ket, competitors, management, financial needs and financial plan, sales. 
The management team presentation should underline the experience and 
skills of key managers, stating also the who are the key external con- 
tributors and the members of the Board of Directors. The company pres- 
entation includes mission, legal information, global strategy, technol- 
ogy, value proposition, human resources organisation, partnerships and 
agreements, risks. Products and services offered by the company are to 
be presented together with the target market and competitive analysis , 
marketing and communication plan, sales strategy, distribution chan- 
nels, pricing, research and development plan, product roadmap. Eco- 
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nomic and financial projections include financial summary, revenues, 
financing needs, profit and loss, balance sheet and cash flow analysis. 

- As business plans are often incomplete and/or subject to revision, Pino 
Venture gives usually more importance to the business idea and busi- 
ness model and operates with founders and entrepreneurs to review the 
original business plan. 

- Competition arena. The valuation of a new opportunity is made by Pino 
Venture together with the analysis of the target market (and competi- 
tors) to which the company addresses. Strategy of the company and bar- 
riers to entry are of key importance, as well as customers acquisition 
previsions. 

- Management team. If you ask Elserino Piol which are the decision driv- 
ers of investments, he will surely answer: “firstly management, secondly 
management, thirdly management”. Management is the key element for 
the good performance of a company, being leadership, knowledge of the 
market, experience and ability to build a motivated and valid team es- 
sential. The Net economy enterprise is usually without middle manage- 
ment and requires small “hands on” entrepreneurs, speed in decisions, 
flexibility and healthy lack of respect for established constituencies. 
Venture capitalists and investee companies must have confidence in 
young people, who are more willing to take risks and work harder to 
achieve their vision. 

- Business idea and business model, which translate in value of innova- 
tion of products/services, business model scalability, business margins 
(in order to better valuated and recognised by the market), speed of 
execution of the business model (the speed of growth of the business is 
critical for a new initiative: in particular, speed and timing of revenues 
generation and operating and financial break even in short time), sus- 
tainable growth (“value addition” growth sustainable for a long time - 
customer fidelity, technological advantage, offering differentiation, 
good margins per client, etc.) and capital intensity (what is the com- 
pany’s bum rate? More cash is needed to reach a competitive dimension 
more the investment is risky!). 

- Exit: when considering an investment, venture capitalists carefully 
screen the possible exit from the investment, which derives from the 
analysis of the previous points. 
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6.3.2 Valuation, Deal Structure and Investment 

The valuation of the investment is mainly the result of the negotiation with 
the entrepreneur/founders, as the business plan is often incomplete or un- 
substantial. Negotiation is based on two principal activities, interface with 
entrepreneurs (presentation of the initiative and the team) and background 
work (analysis based on the decision drivers indicated in the former para- 
graph and due diligence activity). The valuation is not typically based on 
“traditional methods” (i.e. discounted cash flow) due to the high level of 
uncertainty of the values used for the calculation (the only “certainty” is 
the initial financing needs!). 

The negotiation leads to the “pre-money” valuation, which is the value 
attributed to the company/project before the investment, and it is deter- 
mined also considering “intangibles”, such as level of innovation and po- 
tential of the idea, value of the management, and so on. The ratio between 
pre-money and investment determine the percentage of participation of 
Kiwi in the capital of the company. In many cases the investment is split in 
two or three successive rounds, being the second and the third subject to 
milestones that the company must reach. When the investment is spread in 
more tranches, the level of pre-money valuation of the next rounds is 
sometimes determined in the investment agreement, at the reaching of the 
agreed milestones. 

When the valuation is agreed, the following step is the term sheet and 
the investment agreement. The term sheet summarise the key terms on 
which the investment agreement will be based. In some cases, when the 
parties (Kiwi and founders) agree on all the key terms without a long nego- 
tiation, there is only the investment agreement. 

The investment agreement states the terms of the investment and con- 
tains the shareholders’ agreement, that regulate the private relationship 
among shareholders. The investment agreement contains some clauses that 
are typical in venture capital investments: the investment is subject to due 
diligence, the presence of members appointed by Kiwi in the Board of Di- 
rectors of the company. Kiwi’s veto rights on Board of Directors and 
shareholders meetings decisions, relationship with the founders (non con- 
currency agreement, stock option plans, etc.), exit rights (i.e. “tag along” 
clauses, “drag along” clauses, co-sale rights, “put and call” clauses) and 
regulation of IPO process (i.e. mandate to Kiwi to assess IPO likelihood 
and to choose the Advisor bank). 

The due diligence is made mainly by external consultants with Pino 
Venture’s support. The due diligence is aimed at analysing: corporate in- 
formation (corporate books, deed at incorporation, articles of association, 
chief executives powers), staff analysis (staff costs, employment agree- 
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ments, fringe benefits), agreements and commitments (with suppliers, cus- 
tomers, banks, leasing companies, consultants), guarantees and insurance, 
intellectual property rights, trademark, litigation, fiscal information, eco- 
nomic and financial data (fixed assets, balance sheets, P&L, day-by-day 
administration). 

When the investment agreement is closed and the due diligence has 
given positive result, the investment takes place. Kiwi, through Pino Ven- 
ture’s advisory, actively work with the investee companies’ management 
by contributing its experience and business savvy gained from helping 
other companies with similar growth challenges. Pino Venture support the 
companies even in later stages, helping the company in strategy definition, 
business planning, industry networking, fund raising, M&A activities. 



6.4 The Economic and Market Scenario From a Venture 
Capital Prospective 

It probably does not exist a moment as inadequate as this to talk about In- 
formation Technology, telecommunications and venture capital. After 
seven-years period of excessive optimism, we are now witnessing a period 
of deep pessimism with differing messages coming from the “crystal balls” 
of visionaries. 

The ones who believe, as we do, that the Information Technology and 
telecommunications industries will be the drivers of the world economy, 
face the risk to be considered excessively optimistic or unable to under- 
stand the current trend of the financial markets. 

We propose to evaluate the evolution of the industry, identifying three 
different stages: 

- the enthusiasm and hyper-valuation phase; 

- the present situation; 

- the future. 
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6.4.1 The Enthusiasm and Hyper-Valuation Phase 

This phase started at the beginning of Nineties, with a strong acceleration 
in 1994 (when Netscape was listed on the Stock Exchange) and finished in 
the second half of year 2000^ 

During this phase the the high tech sector contributed one third of the 
US GDP growth. The economic explosion due to the high tech sector 
partly explains how the US was able to maintain low unemployment and 
inflation rates together with high economic growth. The structure of the fi- 
nancial market also helped the US economy. During this period, more than 
50% of the new companies listed on the stock market operated in the high 
tech sector and a majority were backed by venture capital. 
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Fig. 6.4. Explosion of venture capital funding in USA ($ millions) (Source: Ven- 
ture Economics/NVCA/Thomson Securities Data) 



2 In fourth quarter 2000 venture investment decreased for the third consecutive 
quarter, falling from $16.76 billion in 937 deals during the third quarter to $13.71 
billion in 853 deals in the fourth. Despite a significant decline in venture capital 
spending during the fourth quarter, 2000 as a whole was a banner year for venture- 
backed companies. Venture Economics, “VentureEdge”, Spring 2001. 
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Before the impact of Information Technology, the experts view was that 
the US economy would not be able to grow at a rate higher than 2-2.5% 
per year without generating inflation. In fact, the economy grew without 
inflation at a rate higher than 3%, thanks to the role of Information Tech- 
nology^ which substituted the traditional manufacturing industry as the 
reference strategic industry in the economy. 

In recent years, if the US economy has grown at a 2.5% rate, instead of 
growing at a 4% rate, the US would have lost USD 600 billion with 2 mil- 
lion less people employed. But understanding the Net economy was not 
easy. Not everybody was willing to recognise that there was a revolution 
behind the convergence of computers and telecommunications: Internet in- 
creased productivity at a rate of 2%, generating a higher growth rate and 
creating further conditions for productivity growth while companies re- 
structured. 

Venture capital funds played a central role in this development process, 
focusing on high tech sectors and early stage companies (Fig. 6.4). Before 
year 2000, more than 65% of venture capital investments in the US were 
addressed to high tech companies, and of these more than 50% were early 
stage. 

Following the US, European venture capital and buyouts boomed, even 
if the size remained % compared to the US. During the enthusiasm phase, 
European investments in high tech increased five-fold in five years, with 
particular emphasis on mobile-wireless technologies, and Europe has seen 
a strong upward trend in early stage investment in high tech companies'*; 
venture capital strongly contributed to the rapid growth of companies^ 

It is proven in many countries (the US, the UK and Israel for example) 
that venture capital has been the most effective means to manage innova- 
tion and creation of new companies; this is a condition to increase em- 



^ Economic growth over the past decade has been propelled by corporate spending 
for information technology. Such IT spending boosted productivity even while it 
provided jobs for millions of tech workers. 

'• In 1999 the amount invested in the technology sectors increased by 94%, EVCA 
Internet site (www.evca.com). 

* EVCA-Coopers & Lybrand Corporate Finance, ’’The economic impact of ven- 
ture capital in Europe”, September 1996. Over the four year period 1991-1995, 
European venture backed companies’ sales rose on average by 35% annually 
(twice as fast as the top 500 European companies), employment increased by an 
average of 15% per year (versus only 2% for the top European companies) and 
R&D expenditure represented on average 8.6% of total sales compared to 1.3% 
for the top European companies. 81% managers of investee companies surveyed 
in this study believed that their company would not have existed or would have 
grown less rapidly without venture capital. 





164 Sonia Deho’ and Elserino Piol 



ployment. The competitiveness of a country in the Net Economy is largely 
dependent on the quantitative and qualitative level of the existing venture 
capital; the Internet revolution would have proceeded far more slowly if it 
had not been led by venture capital funded companies. 

The following figures give a clear indication of the value created by new 
companies backed by venture capital (DRI-WEFA and NVCA 2001): 

- the billions of dollars of venture capital pumped into U.S. companies 
over the past three decades has created 1.6 million jobs and USD 1.3 
trillion in revenue; 

- as of the end of 2000, 5.9% of the jobs in the U.S. and 13.1% of the U.S. 
GDP were created by USD 273.3 billion of venture capital created 
companies; 

- for every USD 36,000 of venture capital invested from 1970 to 2000, 
one job existed in 2000. 

The “genetic secret” of Silicon Valley, the cradle of U.S. venture capi- 
tal, can be explained at two levels: 

- “ecosystem”: capital market, market of ideas, market of talents; 

- single company (e-company): innovation and/or product value, business 
model (revenue model), brand, management, customer base (quality and 
dimension). 

The “ecosystem” is the base on which new companies are bom and 
grow; the market of ideas, talents and capital represent the component 
parts of it, and are strictly related. The market of ideas'^ is the result of Sili- 
con Valley’s belief that innovation is the only means for value creation, 
and entrepreneurship and value creation are part of the Valley’s culture. At 
the same time, good ideas attract talenf and entrepreneurial success stories 
serve as inspiration for others. 

All of this, combined with the network of venture capitalists® and busi- 
ness angels, with their risk-taking attitude and tolerance to change and 



* In USA, venture capitalists receive on average more than 5,000 business plans a 
year. 

’ As an example, 35% of Stanford MBAs accepted to be employed in start-ups in 
1999. Near Silicon Valley there are two of the famous US universities, Berkeley 
and Stanford, with a strong link between universities (students and teachers) and 
companies. Also important are infrastructure of support, (lawyers, fiscal consult- 
ants, head hunters) specialised in venture capital operations. 

* 40 venture capital funds are based in Sand Hill Road (the Silicon Valley “Wall 
Street”) and control 30% of the venture capital market. 
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failure, create the ideal environment for the birth of new companies. New 
companies, that must be able to transform “ideas” (innovation and/or 
product value) in structured businesses and exploit opportunities through 
resources management and “value added partners” relationships; speed and 
quality of execution of the business model are critical success factors. The 
“good” company has also to be open to change the business model in terms 
of positioning, margins and competitive advantages. 



6.4.2 The Present Situation: the Explosion of the Bubble 

The Net Economy enthusiasm® created the illusion that “everybody could 
easily and rapidly become rich and famous”. People have talked about a 
“New Economy” as opposite to the traditional economy, as though the 
fundamentals of the economy (revenues, profits, return on investments, 
etc.) are less important than “intangibles” (vision, new business model, 
new market scenarios, etc.). As a consequence, we have witnessed the 
enormous growth of the stock exchange value of Net Economy companies, 
which was often linked to unattainable development rates and unrealistic 
future scenarios, instead of being linked to economic and financial reali- 
ties. 

All at once, in year 2000, the bubble exploded, at first affecting Internet 
companies, and successively influencing also telecommunications'®. In- 
formation Technology and semiconductors companies. The crises did not 
make a distinction between good and bad companies and contaminated the 
whole high tech sector, without regard to the documented successes of the 
Nineties. During the enthusiasm phase, venture capitalists were caught up 
in the momentum and were afraid not to invest, scared that they would 
miss out on something. Now they are concmied about making the opposite 
mistake". The venture capital situation is basically the same in all coun- 



® The Internet boom of the past three years was indeed one of those gold rushes 
that Silicon Valley experiences every so often - like the chip boom of the 1970s 
and the PC splurge in the 1980s. The time round, though, things were more ex- 
treme. 

10 “World telecom sector has shed 290,000 jobs in three months”. Financial Times, 
“Telecoms Job cuts watch”, 27* July 2001. 

" In the second quarter 2001, equity investments into US venture backed compa- 
nies fell to $8.2 billion compared to $10.4 billion in the first quarter. This repre- 
sents a decline of 21%, significantly less than the 41% decline experienced in the 
prior quarter, indicating than investment levels may be settling around historical 
norms. In the second quarter, 669 companies received funding, down from 752 in 
the first quarter, a decrease of 11%, VentureOne Corporation, Pricewaterhouse- 
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tries: as a consequence of limited exit opportunities (no IPOs and limited 
trade sales), it is hard to find co-investors - only fully funded companies 
attract potential investors so that venture capitalists are focusing on sup- 
porting portfolio companies'^ As venture capital firms are unable to take 
companies public as quickly as they did in the late Nineties, and fellow 
VCs are reluctant to participate in late stage funding syndicates, the result 
is that early stage VCs need to invest more of their money over a longer 
period of time to sustain their promising start-ups and to maintain a 
healthy equity position (see Fig. 6.5). 

Nobody believes in the Net Economy any more; this is a surprise, be- 
cause many of us, opinion leaders, financial analysts and investors, be- 
lieved in the Net Economy, wanting to be part of the play. Suddenly the 
scenario changed, and it seems that all the expert professionals went 
wrong. 



Coopers, “The PricewaterhouseCoopers MoneyTree Survey in Partnership with 
VentureOne”, San Francisco, August 2001. As regarding US venture capital re- 
turns, they slumped to an average of only 6.4% in the third quarter of 2000, down 
from 1 .6% for the second quarter, and 23.1% for the first three months of the year, 
while in 1999 they ranged from 15.6% to 59.4%. 

European venture capital investments in the first half of 2001 fell 27% by amount 
invested (from Euro 1.3 billion to Euro 5.3 billion) if compared to the same period 
of 2000, but only 9% in terms of number of companies backed, EVCA, “EVCA 
Mid Year Survey of Pan-European private equity and venture capital”, press re- 
lease, Helsinki, 17* October 2001. 

Many venture capital funds are implementing “aimexe funds”. As an example, 
Accel, Battery and NEA are going back to their limited partners to get more capi- 
tal to invest in follow-on rounds on their portfolio companies. “Simply put, we 
went through our follow-on capital faster than we thought”, said Nancy L. 
Dorman, General Partner of NEA, which is trying to raise $150 million, that will 
be used to invest in about 20 portfolio companies of NEA VIII, a $556 million 
fund closed in 1998. Palo Alto’s Accel is trying to raise $50 million to make fol- 
low-on investments, to support companies in Accel VI, closed at $275 million in 
1998 and Accel VII, which closed at $600 million in 1999. Battery Ventures, 
Wellsley, Mass., plans to ask permission from its LPs to raise the cap on the 
amount of profits from Fund V that it can re- invest in that fund’s portfolio compa- 
nies. 
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Yesterday 



Today 




Fig. 6.5. Enthusiasm phase versus present situation (Source: Pino Venture Part- 
ners) 

This is partly explained by as series of events, that we call “Net Econ- 
omy killers”: 

1 . the tumbling of the stock markets: the market had to return to realistic 
values, and this happened when a number of companies highlighted 
their inability to realise their mission; 

2. it was discovered that the Net Economy is subject to the business cycle 
just like the traditional economy. The Net Economy is capable of higher 
sustained growth rate over the long term but it has not abolished the 
business cycle (i.e. in US computers have reached near-saturation as a 
consumer durable). It is necessary to notice that, as opposed to the opin- 
ion of many, the high tech revolution increased volatility, instead of re- 
ducing it. Excessive investments in telecommunications'" and high tech 
contributed to the sudden and severe profit collapse of these sectors. 
Chief Executives, who formerly declared their ability to control the 
business cycle, admitted their inability to forecast to have the next quar- 
ter; 



Among the “killers” of the telecom markets: excessive indebtedness (UMTS, 
vendors financing, etc.), shortage of focused strategies, in particular wrong imita- 
tion of winner companies and role models, shortage of aggressive commercial- 
marketing strategies. 
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3. the get-rich-quick-game (i.e. many dot.com initiatives) gave birth to a 
huge number of new companies, but, as we have seen, the future is not 
big enough for all of them; 

4. the acceleration of the IPOs, that often have concerned companies with- 
out a proven business model''* (see Fig. 6.6). Practically, the stock mar- 
ket was asked to become venture capitalists; 
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Fig. 6.6. Internet accelerated financing cycle (Source: Maveron) 



5. the attitude of investment banks and financial investors, that have often 
supported non solid initiatives'^; 

6. the overcapacity of many industries, caused by the presence of too many 
initiatives (i.e. long distance fibre optic networks in USA) with the 
consequent price pressure, which is therefore not sufficient for utilising 
the whole capacity of the realised infrastructures; 



''' Large capital availability and market liquidity caused accelerating investment 
cycles and increasing valuation (Fig. 6.4). 

“A lot of money came into the industry that filtered into start-up companies in 
2000... and 1 think it’s fair to say that a lot of companies that got funded where 
“me too” companies. 1 think everyone has wised up to that, and there has been a 
fundamental correction of valuation, and so going forward you will see a lot more 
discipline and a lot more selectivity in terms of kinds of companies that get 
funded”, Haque P., General Partner, Norwest Venture Partners, March 2001 . 
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7. the overcapacity of hardware companies (information technology and 
telecommunication), due also to the fact that their main customers, the 
services companies, reduced investments or faced crises'*; 

8. the attitude of some European governments (the UK and Germany in 
particular), which have tried to speculate on the Net Economy, through 
the auctions for UMTS licence assignment. The principal consequences 
of this process have been: winners have been chosen for their financial 
commitment, and not for the quality of the infrastructure and services 
(the economics of the future UMTS operators may be jeopardized), in- 
creased debt of telecommunication companies, and, finally, the begin- 
ning of the financial crises of the telecom sector (see Fig. 6.5). In addi- 
tion, as the financial market is global, the financing of the auction 
winners is reducing the financial resources available for other telecom 
initiatives'’. 

DJ EURO STOXX TELECOM-PRICE INDEX DJESTEL 




Fig. 6.7. “Oranges and lemons: the UMTS story” 

This negative scenario hides also positive and encouraging signals: 
technology is “innocent”, and it is not the cause of the crises it could repre- 



'* In fourth quarter of year 2000, US capital investment in equipment and software 
actually dropped at a 4.7% rate, after years of double-digit increases. 

'’ “When six bidders paid crazy prices for third-generation mobile licenses in 
Germany, it set off a chain reaction which is still causing explosions; a scramble 
to borrow money, debt downgrades, fire-sales of assets, frantic attempts to stuff 
shareholders with stock in mobile companies - culminating in this month’s Orange 
flop”, Hugo Dixon, Chairman of Breakingviews Ltd, January 2001. 
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sent the means for an upturn. The analysis of the situation underlines that 
the crises is mainly financial and concerns the need of IT and telecom 
companies to act in the short term for the reduction of excess inventories 
and the adjustment of the productive capacity, and in the medium-long 
term to restructure (process, costs, etc.) to join adequate profit levels. In 
the meantime, the competitive scenario increases and non solid initiatives 
disappear. 

The scenario changed, but the promises of the Net Economy, bom at the 
end of Nineties, are still alive. There is no technology crises, so technology 
preserves its power to manage innovation and better productivity. History 
is full of innovations that are often misunderstood and underestimated at 
the time'*, but in spite of the reservations of the opinion leaders, most in- 
novations are generally absorbed over time and will forever change the 
way the world works and businesses function‘d. As an example, Internet 
development continues at high growth rates, allowing the belief that the 
Internet is a revolution that creates radical changes and improvements in 
all the sectors (from the private-social to the world of companies and insti- 
tutions). 

The principal Net Economy technology users (i.e. Internet related tech- 
nology) are not still new companies, bom as a consequence of those tech- 
nologies, but “old economy” companies, which were afraid of losing busi- 
ness to nimbler competitors. The new Internet-based companies, bom 



'* Mankind has been poor at assessing the impact of technological innovations. In 
1878 a special British Parliamentary Committee set up to evaluate the electric 
lamp, concluded: “(Edison’s lamp). ..is good enough for our transatlantic 
friends... but unworthy of the attention of practical or scientific men”; all the in- 
ternal Western Union memo which was a leader in communication in the US at 
the time - dated 1 876: “this telephone has too many shortcomings to be seriously 
considered as a mean of communication”; engineering editor of The Times said in 
1906: “All attempts at artificial aviation are not only dangerous to human life, but 
are foredoomed to failure from the engineering standpoint”; even a group of the 
brightest investors meeting with Alexander Bell in Philadelphia asked while ridi- 
culing his business plan: “what are you plarming to do Mr Bell... wire up every 
house in the country?”. 

Christiansen 1997, demonstrates why outstanding companies that did everything 
right, lost their market leadership when confronted with disruptive chance in tech- 
nology and market structure. New companies will emerge to lead and market the 
innovation. As an example, at the beginning of nineties leaders in Information 
Technology (IBM, Digital, Olivetti and many others) faced their business model 
crises and did not react with a rapid change of it. New companies (Microsoft, In- 
tel, Compaq, etc.) bom and grew, imposing new winner business models and mak- 
ing the crises of the existing companies. 
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during the “euphoria” period, proved to be a destabilising element for the 
market scenarios and for existing companies. In front of this real or sup- 
posed threat, the old economy reacted by utilising the same innovative 
technologies as the Net Economy in their process management, marketing 
activities and so on. Even if traditional companies have been slow in un- 
derstanding innovation, they reacted as soon as they realised the impact of 
the Internet: good management teams and adequate economic resources 
have been the key factors during the shift from “old to new” or the co- 
existence of the “old and new”. 

In ther words, the old economy has been the real killer of the Net Econ- 
omy, when the old economy companies decided to utilise the Net Econ- 
omy technological bases. 

6.4.3 The Future 

We have no doubt that information technology, telecommunication^®, Inter- 
net and multimedia will be the key industries for the next ten years all over 
the world, and not only for more industrialised countries. 

Every company, in order to be competitive, must utilise the Internet. 
Through the Internet Public Administration will reach higher levels of cus- 
tomer (citizens) satisfaction, individuals will use better their time and will 
be more informed. We will turn again to the Nineties technological enthu- 
siasm, but only for the spread and application of technologies. We will 
probably not witness again a period of crazy stock market valuations. The 
process of net usage has just begun, being education and infrastructure the 
main intervention areas. Only with high bandwidth will it be possible to 
completely face all the application needs and it is necessary that bandwidth 
enter homes. We are in the “telecosm era”, the era of bandwidth: fibres are 
acting as the connecting nerve tissue, the neurones and “real life” is cre- 



The future of telecommunications in the next 12-18 months could be repre- 
sented by (optimistic scenario - 70% probability): a general upturn of the markets, 
debt reduction, re-equilibrium of the market structure, strong increase of high 
bandwidth, many start ups leaving the market, consolidation of some new compa- 
nies, GPRS development and concentration (new M&A in the wireline, wireless 
and infrastructure producers markets); if we consider a pessimistic scenario (30% 
probability) future for telecom could be: weakness of the market, high indebted- 
ness level, shortage of success of high bandwidth (contents scarcity and high 
prices), investments decline, infrastructure producers crises due to start up failures 
and investments reduction, slow GPRS take-off, and concentration (new M&A in 
the wireline, wireless and infrastructure producers markets). 
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ated, and the Internet is the architecture or the “real life” waiting for “in- 
finitive bandwidth” to be fully implemented (Gilder 2000). 

Technologies that are now available are sufficient to face the present 
application needs, but in the future it will be necessary make them avail- 
able to everybody, without having a “digital divide”. New technologies, 
that could give further contributions to the evolution, are therefore on the 
horizon^'; there are many analysis on the impact of new technologies. One 
of them stated^^: 

- 2005: network TV all but ceases to exist; 

- 2007: last music CDs roll the assembly line-all music now downloaded 
off the web; 

- 2008: people regularly implant chips in their bodies as part of their per- 
sonal area; 

-- networks; 

- 2009: most household appliances plugged into the Net. A broken toaster 
in Maine can be; 

- diagnosed with a faulty spring-by a company in Arizona (any appliance 
breaks can be distance-repaired); 

- 2010: a half -dozen satellites, probes, and landers, each equipped with 
special net-like; 

- protocols, form the backbone of a new interplanetary Internet; mobile 
handset penetration reaches 99% in the United States, 65% world-wide. 
The handset which comes in hundreds of forms is now the No 1 portal 
to the Net, and includes voice, data; 

- video, GPS, PDA, ATM, and many other functions; 

- 2019: most business meetings take place virtually over the web. 

To understand the future, and evaluate how things quickly change, we 
do not have to forget that ten years ago www, html, browser, java, dsl, did 
not exist, and people looked at the mobile phone as a niche product. 



Technologies will be available, confirming that services companies should not 
invest in infrastructures. 

Business 2.0, January 2000 and McCue J., UBS Warburg, “Telecommunications 
and the New Economy”, Lucent Client Success and Partner Conference, Doral, 
Florida, 30* October - 2”^ November 2000. 
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To sustain the development of what will be the key industries of the fu- 
ture, venture capital must be proactive, as it has a profound impact on the 
technology sector and the global economy^. The impact of venture capital 
on innovation is four to five time greater that corporate research develop- 
ment (Lemer 1 999). Innovation in market and technology come as waves 
and the success of the venture capitalist depends on the ability to surf the 
waves of innovation - go on then when they are far away from the shore, 
go down when the wave is near the shore and loose energy - and catch 
week signal to identify the formation of new waves. 

It is important that Europe continues the build-up of the venture capital 
environment, because two dangers lie ahead. The first risk relates to 
Europe’s entrepreneurial culture, because a whole generation of motivated, 
excited managers have poured their energies into starting Internet compa- 
nies. There is a danger that the continent’s businesses may assume, that, 
after all, nothing needs to change. That would be a shame: an overly pro- 
tected, over-regulated Europe has long needed more, and fewer, risk- 
takers^''. A second risk is that Europe’s imported American-style venture 
capitalism, might be thrown side almost as soon it arrived; it is easy to for- 
get that America’s investing infrastructure took nearly three decades to de- 
velop. Over the past two years, Europe has seen a remarkable burst of ac- 
tivity, but venture capital firms have not had sufficient time to foster the 
dense networks of contacts and knowledge that they need. Europe could 
not hope to replicate in two years a process of tech-company formation 
that has taken more than three decades to develop in the U.S. (Europe 
needs to develop entrepreneurial management!). The market crash was 
probably a good thing: it came before much money had been throw at 
European start-ups, and it imparted loads of valuable, if painful, experi- 
ence to entrepreneurs, investors, and regulators. 

As the technological development is largely driven by the US, it is now 
probable that, after the 1 1 September 2001 events, defence will have a role 
in the economy more important than before; as a consequence, many R&D 
activities and their related investments will be concentrated in high tech 
sectors that are of interest for the Defence Department. This will probably 
generate more innovations in some high tech areas, connected to security 
and defence, penalising other entrepreneurial activities. The system “ven- 
ture capital/IPO/Nasdaq”, which has represented the base of the techno- 
logical evolution of nineties, face the risk of having less financial re- 



“Venture capital contributed to the largest legal creation of wealth in the history 
of the planet”, Doerr. 

How many failed entrepreneurs get a second chance will be an important test of 
whether European business has really “got” the new economy. 
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sources to be addressed to new innovative companies, leading to a signifi- 
cant loss. Investments in R&D could be more oriented towards security 
systems technologies than towards technologies aimed to improved com- 
panies and organisations productivity. 

6.4.4 The Future is the Internet 

There is a huge confusion about the Intemef \ People do not really know 
its magnitude, where to apply it, who will be the winners and, mainly, how 
to make profit with the Internet. That does not mean that we can ignore it, 
as it represents a real and major innovation and will be a presence in the 
future. We do not have to forget that even if the Internet came on the scene 
five years ago, it is the result of two decades of technology advances. 

Internet is just starting to have an impact on businesses and the eco- 
nomic environment and should not be underestimated^*; at the same time, 
that does not mean we should get caught up in the irrational excitement of 
this innovation. Internet is not an end in itself, but, like all great innova- 
tions, its impact will be how extensively and effectively it is integrated into 
business and ultimately into the entire economy. The Internet is just a 
“channel”, for communications, information, distribution and entertain- 
ment. The future will show whether if it is a channel for other functional 
uses. 



“Imagine a sphere; at the centre of the sphere is a pinpoint of enormous density: 
a black hole. Imagine bodies orbiting within the sphere - these bodies are compa- 
nies in our industry. The sphere is constantly expanding as more and more and 
more bodies are created. Those companies that orbit closer to the centre are low 
margin businesses. Those that orbit near the surface of the sphere are the highest 
margin businesses. When a company touches the black hole it creases to exist. So 
there is a constant struggle to orbit near the surface of the sphere. As the bodies 
orbit, some combine with each other. Pieces also break off and orbit on their own. 
The orbits appear random. Like flashes of electricity between neurones in the hu- 
man brain. And yet, there is some higher order. But what drives this process of 
creation? Who is the choreographer of this dance? This dance is mankind’s in- 
creasingly intimate embrace with itself using its greatest technological creation, 
it’s Internet”. McCue J., UBS Warburg. 

“We are witnessing a social, cultural and economic revolution in which the 
“flow of power” is being replaced by “the power of flows”... because information 
is now the supreme power, the optimum structure for information “flows” is the 
network. So, our society will increasingly take on the characteristics of the net- 
works. This is why technology, i.e., the “tool” which will advance informational- 
ism, is a networking technology”. Gilder “Telecosm”. 
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We have gone through the Internet “innovation phase”, also the Internet 
“bubble” is non over. Now we have just entered the “adoption phase”, that, 
for businesses - generally established enterprises (“old economy compa- 
nies”) - means becoming better competitors, making the Internet an inte- 
gral part of the economy. The drivers of the adoption period are simple: 
the acceptance of standards which invites mass usage, the coming of 
broadband which will unlock the full potential, and acceptance culturally 
by the general population - not only the X and Y generation but also our 
parents and grandparents! 

The Internet is agent of change that presents wonderful opportunities for 
businesses to capture or defend market shares, to strengthen the link be- 
tween companies, customers and suppliers, to provide greater access to in- 
formation and to strengthen communication and, most importantly, to cre- 
ate value. We do not have to forget that in this scenario the Internet can 
create industrial chaos where innovative companies can change the com- 
petitive dynamics and the threat for new innovative companies will be ever 
present. 

Enterprises and investors should be prepared for the adoption period and 
learn from it. Depending on the company, it can be a defensive or offence 
tool to attack competitors or avoid being attacked. Internet is not some- 
thing to run away from, but it is quickly become a permanent feature of the 
economic and industrial landscape and should be incorporated by compa- 
nies. Having not the Internet is like not having the phone: we wish to ask 
investors if they would consider investing in a company that did not have a 
phone system. 

Adoption of the Internet is obviously in function of the kind of company 
involved: 

- for some industries it is critical, where controlling the “channel” is a 
critical part of their strategies (i.e. entertainment industry); 

- for other industries it is important to move quickly, where the customer 
dynamics can be affected, and with it, market share and profitability (i.e. 
financial service businesses); 

- finally for a group of industries it is less important but interesting; those 
companies that innovate can leave slow competitors behind (i.e. restau- 
rants). 

Companies that do not have one important strategy might be at a com- 
petitive disadvantage^’; any company hoping to survive the innovation and 



” When, during an interview, the interviewer asked Andy Grove, Chairman of In- 
tel, how many companies in five years will have an Internet strategy, he answered 
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change that web threatens to unleash will need more than a “digital busi- 
ness plan”. It must mirror the Internet itself to be open, democratic, tightly 
networked, non-hierarchical, experimental, endlessly adaptable, and utterly 
restless. 

With regard to opportunities for investors in the Internet sector, compa- 
nies adopting the Internet to improve competitive advantages and market 
position as well as profitability, should lead to market premiums. The 
common theme will be that the application of technology to fundamental 
businesses will result in innovative companies enjoying increase market 
share, strengthen market position, improve competitive dynamics and, fi- 
nally, better margins and reach more value creation for shareholders. The 
initial Internet wave (the innovation wave) is over, now we must identify 
new Internet waves (the adoption waves). 

6.4.5 The 21st Century Corporation 

For nearly all of its life, the modem corporation has made money by “mak- 
ing things”: it has done so by amassing fixed assets, organising large work- 
forces, and managing hierarchically. The 21st century corporation will do 
little of that; it will make money by producing knowledge created by tal- 
ented people working with partners all over the globe. 

In an idea-driven economy, the Internet does not change just some 
things. It changes everything, the mles, the players, the organisations, the 
public policy. Only the corporate goal remains the same: profits^*. And 
profits are strictly related to innovation, because innovation builds profits. 
In an information economy, companies can gain an edge through new 
ideas and products that increase in value as more people use them. 

Information-based products can reward early leaders with temporary 
monopolies and winner-take-all profits, but the emphasis is on “tempo- 
rary”. Knowledge-based products and networks can quickly disappear in a 
burst of creative destruction^’, so that corporations must innovate rapidly 



in few years all companies will have an Internet strategy, because otherwise will 
be dead. 

Cutting costs is the answer. In an economic universe of downward pressures on 
margins, one path to profitability will be to reduce expenses. 

Foster and Kaplan 2001:“Creative destruction: why companies are built to last 
underperform the market and how to successfully transform them”, “To create 
new businesses at a faster rate, corporations need to ponder the details of divergent 
thinking. Divergent thinking is a prelude to creativity managing for divergent 
thinking - that is, managing to ensure that the proper questions are addressed early 
enough to allow them to be handled in an astute way - requires establishing a 
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and continuously. Redesigning the corporation to evolve quickly rather 
than to operate well requires more than simple adjustments; the fundamen- 
tal concepts of operational excellence are inappropriate for a corporation 
seeking to evolve at the pace and scale of the markets, in order to long- 
term improve performance. 

Human capital becomes the key asset; globalisation and the Net will al- 
low corporations to seek out the best educated and trained around the 
world. In the 21st century, corporations know that creativity is the sole 
source of growth and wealth. The value of education rises exponentially in 
an economy based on ideas and analytic thinking. 

Successful businesses must be built on exploiting scarcity not abun- 
dance (Gilder 2000). Today the two greatest scarcities seem to be: the limi- 
tation imposed by the speed of light and the scarcity of human attention. 
Therefore in the bandwidth, the winners will be the companies that can 
minimise the limitation of photonic speed; and about the scarcity of human 
attention, people are not interested in technology, or in more information. 
They want solutions, in the form of services, to fulfil their needs. The kil- 
ler business model is one that builds internal processes that optimise the 
delivery of complete solutions and services to the customers (all business 
are now servant to the web!). 

We are just at the beginning of the beginning. The 21st century is going 
to be hard on corporations, governments, and all the rest of us. The 
changes will be astonishing and unthinkable^®. 



“rich context” of information as a stimulus to posing the right questions.” See also 
Csikszentmihalyi 1991 “Creativity: flow and the psychology of discovery and in- 
vention”. 

McNamee 2001: “...as scary as the stock market is now, the biggest mistake 
would be to ignore it. The boom did not last forever, and the bust will run its 
course as well. If you are selective and careful, you will find profits in the New 
Economy II...”. 
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7.1 Consulting Intelligence in Venture Capital 
Transactions 

“Consulting intelligence”, runs an old saying, “is a contradiction in terms”. 
“The lack of it”, the joke goes on, “has about the same impact on consult- 
ants projects pipeline as striking oil have on drilling dentists”. A joke, that 
carries a lot of truism, given the recent e-start up business history, which, 
amongst other things, is littered with disastrous consulting intelligence 
mistakes. 

Surprise, innovation and speed of execution were some of the cardinal 
principles of the so-called “New Economy”. From the very “world’s reign- 
ing strategy guru”, professor Gary Hamel, to every Principal consultants 
and even Junior staff in the world, anyone of them have preached the need 
to achieve surprise in the market - and to guard against it - as rule number 
one to reap increasing returns and network effects in the electronic mar- 
ketplace. Despite this, would be e-entrepreneurs and their consultants ap- 
pears recently to have been caught out with almost predictable regularity 
by pre-existing incumbents. As a result, not only it has been a lot harder 
for start-ups to take established market leaders by surprise, but also, many 
of these promised call options of exponential wealth creation have expired 
worthless. 

By and large, strategic consultants are not stupid. Even the most intel- 
lectually challenged consultants, just fresh in the profession from his 
MBA, can fully appreciate that a venture financed start up is a risky matter 
and that go to market strategies have at least two sides victory bringing 
him honours, cash, career opportunities, academia and media attention and 
defeat which typically results in a major and at times uncompromised blow 
to his reputation. Why then, with such incentives, do the vast majority of 
them get it consistently wrong? In the great majority of cases, and with 
particular reference to venture backed start ups, business plan’s defeat can 
be traced back to a lack of knowledge of the basic rules and practices of 
the market it sets out to revolutionize (products, channels, competitors, po- 
tential clients etc.). In fact, whether from overconfidence, ignorance, gulli- 
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bility, impatience or just a failure to comprehend the facts, venture backed 
start ups defeats appear to be almost invariably associated with a “market 
intelligence” defeat and more specifically, given the roles and responsibili- 
ties in the start up process, with the consultants’ “market intelligence” 
business plans often titanic both in size and destiny failings and failures. 
Another frequent cause for many strategic blunders is the way venture 
capitalists, consultants, start-uppers and their stakeholders at large have in- 
terpreted the “strategy is Oust) execution” motto/proxy that so often has 
been stated by business literature Inklings. An interpretation that has been 
taken to extremes especially for e-start-ups on the commonly held belief 
that, for this type of ventures, the paths of value creation and wealth multi- 
plication invariably lies in the field of technological operations and web 
design excellence. So true (things have to work) yet so false and lethal es- 
pecially in absence of true “market intelligence” (you have to know what 
things have to work for . . .otherwise they don’t work). 

To “force” would be e-entrepreneurs to acknowledge the market truth 
that often stares them in the face and to manage the greedy urgency to deal 
making of overly-financed venture capitalists some very simple analytical 
exercises and strategic reasoning have to be made firstly to transform in- 
formation into “market intelligence” thus turn sound value propositions in 
smartly executed go to market strategies/projects. 

In was in order to supply this unique value proposition to both entrepre- 
neurs and venture capitalists, that Intervaluenet S.p.A. was incorporated on 
March 1st 2000 from an earlier spin off from the Andersen Consulting 
(now Accenture) and other leading consulting practices. Some 18 months 
into Intervaluenet’ s life, it is interesting to illustrate and understand the ba- 
sic principles and processes which determined the first eight months of In- 
tervaluenet’ s positioning in the marketplace and why and how its value 
proposition has evolved from an “incubator/market intelligence provider” 
model, to an “accelerator of entrepreneurship & innovation” one and is 
thus considering a further evolutionary phase projected towards a “fully- 
integrated incubator-accelerator-venture capital” business model. 



7.2 Phase 1. Incubation - Intelligence Cycle for Internet 
Start Ups 

Intelligence is nothing more than information that has been systematically 
and professionally accumulated, processed and analysed. There are many 
definitions of intelligence. The one that I like most is “the capability of de- 
fining cause - effect relationships in uncertain environment subject to lim- 
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ited information available”. For the professional consultants, focused on 
offering new venture advice to both entrepreneurs and venture capitalists, 
intelligence could be simply defined as “processed, accurate information, 
presented in sufficient time to enable a decision maker (the entrepreneur, 
the venture capitalist) to take whatever action is required”. 

With this in mind, in the first months of Intervaluenet’ s existence, all 
my energies were devoted to adopting (and encouraging my colleagues to 
do so too) an entrepreneurial approach to traditional issue based analysis of 
the new venture business plans we audited and/or developed ourselves 
both for single un-funded professionals turned entrepreneur and fully- 
funded major industrial and/or financial groups that at the time were plan- 
ning some “click and mortar” business model spin offs. 

It was clear from day one that this “entrepreneurial approach to consult- 
ing” (that’s how we defined it) was really coming to the “no time, no 
space, no chance to fail” bottom line both for ourselves (having left the re- 
assuring Big International Consultancy brand name, my colleagues and I 
had to manage our personal reputation as our most valuable, though intan- 
gible, asset) and our client base which, incidentally, were often in very 
similar conditions if not worst given the revolutionary (thus risky) nature 
of most e-initiatives they were embarking on. 

The intelligence cycle concept, usually represented graphically as a con- 
tinuous, never-ending circular process, was by no means an Intervaluenet, 
and in general, a management consulting industry’s creation. As it happens 
for most of the strategic, organisational, operational and logistic concepts 
often (mis)used in management consulting, the concept itself was bor- 
rowed, with minor adjustments, from the military doctrine and warfare 
prevailing theory. Wasn’t in fact professor Lester Thurow talking about a 
third industry revolution taking shape? Not to mention Gary Hamel’s 
“Leaders of the revolution” manifesto. Taking advantage on the shoulders 
of these two giant gurus, we just thought convenient to calibrate the con- 
cept of a grand (French) revolution to a (Cuban) guerriglia-based one. In 
other words Intervaluenet would have fought in the New Economy arena 
through surprise fights and even more speedy retreats in friendly and know 
environment. In order to pursue our historic mission (“offer tangible value 
to the entrepreneurs and VCs of the intangible”) we would have focused 
on the management of an intelligence cycle mostly made of five critical 
conceptual phases: 

- The direction phase - the manager in charge of the audit/development of 
the new venture business plan would have stated his basic and ancillary 
intelligence requirements, usually in the form of one or more questions. 
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The main questions was usually drilled down through an issue tree 
analysis made up of at least 3 to 5 levels. 

- The collection phase - our consulting analysts would then translate the 
manager’s intelligence requirement into a series of essential elements of 
information (deterministic inputs of single analysis) usually involving 
market scenarios, the status of relevant technological innovation and de- 
ployment, the potential pent up demand. 

- The collation phase - our consulting analysts would have then collated 
the information from the various sources into a readily accessible data- 
base. The database would have been cross checked for consistency both 
through entrepreneurs, venture capitalists and experts’ interviews and 
(when applicable) focus group. 

- The interpretation phase - the manager in charge would then have pro- 
ceeded in analyzing the information collated, possibly turning them into 
intelligence. This was usually done by asking basing questions such has: 
who should be willing to pay for that? How much? How frequently in 
time? At what margins? . . . 

- The dissemination phase - the manager and myself would have commu- 
nicated to the entrepreneur and/ or the venture capitalist, through a writ- 
ten brief, an informal meeting or a formal presentation the synopsis of 
the analysis that were developed and the executive summary of the in- 
telligence that was deducted. 

Intervaluenet pursued this “incubator/market intelligence provider” 
business proposition for at least 8 months, sometimes on a traditional fix 
time-fix price fee based revenue model; sometimes through innovative 
value pricing (“sweat for equity” or “carried interest”). Part of these value 
added offering is still in place, though promoted almost exclusively to- 
wards (guess what? It’s recession time) fully-funded industrial and finan- 
cial groups striving to get fit, thin and agile and to “turn revolutionary”, 
following the advice of London Business School professor Gary Hamel. 

Looking back at the definitely mixed results of our “incubator/ market 
intelligence provider” positioning I could hardly state everything but truly 
self-reinforcing bits of truism: 

- Inaccurate information or analysis speaks for itself; no one get credit for 
wrong facts. This is particularly true in case of value pricing (a 30% 
stake of worthless paper, whatever the market turns to be, is still worth- 
less). Equally, it is hardly timely intelligence to shout “look out!” after 
the piano has crashed to the ground as it is to state “watta a wonderful 
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business innovation that ama-something website that sells books! Could 
we not make an Italian based clone of it? How about tuscanforest dot 
it?”. 

- Of greater value to both entrepreneurs and VCs turned to be the intelli- 
gent understanding of the difference between the pent up demand capa- 
bilities and its intentions (everybody has a TV, but not everybody wants 
a set top box as a portal to web surfing and e-commerce). At the same 
time, new competitors or old incumbents capabilities are relatively easy 
to measure, but determining their true intentions is quite difficult to 
quantify. 

- The final part of the intelligence cycle (dissemination) is perhaps the 
most fraught with risks. Strategic consultants, principals and business 
analysts alike are (though you won’t believe it) as human as the rest of 
us. A nervous, unsure or ambitious consulting manager, even Intervalu- 
enet ones, will always have the temptation to fake the business plan to 
suit an entrepreneur’s whishes, to please a grand financial group whose 
20 million dollar equity venture still represents penny money, or avoid 
the displeasure of the venture capitalist desperately willing to close the 
deal and mature the management fee applied on the total capital he em- 
ployed. 

Having got were we got it was clear that Intervalunet’s business model 
needed that extra humph to meet its wealth creation and long term sustain- 
ability objectives. We moved on. 



7.3 Phase 2. Creative Thinking and Innovation Agenda to 
Wealth Creation 

Armed with a better understanding of the mechanics of the “incuba- 
tor/market intelligence provider” business model, and able to perhaps dis- 
cern the true role of “entrepreneurial intelligence” - getting things done, 
with a focus on liquid, tangible, transferable on check account “wealth” as 
opposed to academic and far from pragmatic definitions of economic value 
added or risk adjusted value added - we were thus able to start looking 
more closely at the truth behind some intelligence and business model 
blunders that were applicable at that time (late 2000) to both “New Econ- 
omy” venture funded start ups and “Old Economy” industrially funded 
spin-offs. 

As a result of this careful observation of ongoing business practices and 
of the murky world of the business innovation offerings promoted by all 
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the major international consulting companies, some 4 months into its exis- 
tence Intervaluenet eventually repositioned itself with a new mission in 
mind this being “to drive entrepreneurship and innovation within and in 
partnership with the best industrial and financial groups of our country (It- 
aly)”. 

This new “accelerator of entrepreneurship & innovation” model was 
distinctively focused on managing the so called “intangible capitals” that 
can be defined, traced and analysed in any industry and for any company. 
These intangible assets could, for example, refer to the know-how already 
compenetrated in the “structural” organisation of a growing company, to 
the talents’ portfolio of a recently-started service firm, to the client portfo- 
lio of a need-to-be-revamped old companies or to the potential target of 
new clients that could have been reached through new market offerings 
and targeted value propositions. Leveraging on these intangibles assets to 
get tangible economic results, we thus focused our competencies and ener- 
gies to drive creative thinking and innovation agenda for all the major fi- 
nancial and industrial groups that chose to be our partners. This was done 
for several clients in the financial services and in the indus- 
try/manufacturing sector both for click and mortar and (more so) for brick 
& mortar, yet mostly innovative, ventures. 

One of our clients once stated “Innovation projects are too serious a 
matter to be left to consultants. They prepare for the last innovation project 
in order to fight for the next one”. Though there is obviously some truth in 
it, I still believe that our consultants’ creativity, their ability to identify, 
understand and solve problems both logically and through “non-logical/out 
of the box thinking”, and their consistency in coming up with new sustain- 
able business ideas are (intangible) wealth creating drivers as strong as 
(tangible) equity capital and venture financing. In fact: 

- the simplest meaning of business creativity is the ability to bring to 
market something completely new and thus able to outperform incum- 
bents either through the restructuring and bisociation of existing ideas 
and paradigms into new, viable business models or through completely 
new insights on clients, markets and products; 

- the innovation agenda simplifies the concept that, for wealth creation to 
be completed, there must be intelligent thought in the R&D Lab, but 
also perfect execution in the market (the key performance indicator of 
innovation is demand, non utilised/demanded innovation is non- 
innovation). 

In our view, in the age of intangible assets and of customer-focused or- 
ganisations and of talent based competition, new wealth must/will be ere- 
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ated by, and old wealth can/will be migrated to, the more creative and 
committed competitors in the marketplace. Moreover we believe that crea- 
tive thinking and an innovation agenda will be some of the most important 
defining competitive advantages, as capabilities to conceive again existing 
or non-existing business models in ways that create new value for custom- 
ers and new wealth for investors. We have pursued these business priori- 
ties ourselves from day one gaining significant insights on the workings of 
mostly inefficient markets and all-to-human organisations. We felt it was 
right and logical enough to pursue the same business priorities for our ex- 
isting and prospect clients. We did so. 

To date the “accelerator of entrepreneurship & innovation” business 
proposition has proved quite successful and has driven Intervaluenet’ s 
growth, both in terms of professionals employed (approximately 30 peo- 
ple), revenues (yearly turnover of approx Euro 6 million) and franchise 
(Italian client portfolio comprising a most top bank groups and a number 
of top industrial players). More importantly, our financial and industrial 
partners have confirmed to us that in their mission of driving wealth crea- 
tion through venture capital structures and innovative/revolutionary entre- 
preneurial ventures the “accelerator of entrepreneurship & innovation” 
mode (i.e. think and execute with a hands-on/entrepreneurial approach) has 
helped them more than the “incubation & market intelligence” one. 



7.4 Phase 3 (May Be). Extracting the Value (on the Trail of 
Wealth Creation) 

Notwithstanding the satisfactory profit & loss results obtained so far, both 
due perceived market needs and to our obsession with the identification of 
sustainable yet revolutionary (i.e. radically differentiating) go to market 
strategies, it is more than likely that the “accelerator of entrepreneurship & 
innovation” model is soon going to become history. Which direc- 
tion/strategic mainstream are we going to pursue ? 

We started by analysing ways to obviate to the blunt and in many con- 
cerns, so true “innovation projects are too serious a matter to be left to 
consultants” perception by our clients/prospect partners which de facto ap- 
peared to hinder the sustainability of the existing model (not to speak of 
traditional consulting models). One of the strategic options we have come 
up with is the evolution towards what so far has at Intervaluenet have bap- 
tised as the “fully-integrated incubator-accelerator-venture capital” busi- 
ness model. 
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This model entails Intervaluenet acting not only as a consultancy firm 
(though really dynamic and fully market intelligent) but also as a commit- 
ted investor player able to bring new opportunities, sharing the same long 
run and industrial vision with our industrial partners and our former con- 
sultancy clients (i.e. the entrepreneurs or the industrial groups looking for 
great potential value added spin offs/ventures). 

Clearly, we recognize (and most importantly understand) that new busi- 
ness model will be a very different and risky one from the one pursued so 
far and that we might have to fill significant competence gaps to fully suc- 
ceed in this new entrepreneurial feat. Yet, whist recognizing that venture 
capital and consulting are very different and often conflicting business we 
are driven to pursue the project further by the fact that putting them under 
one roof could lead way to some interesting/value adding synergies in 
screening, financing and overseeing the targeted companies. Indeed, a syn- 
ergic management of all the different components of our previous business 
models (market intelligence, creative thinking, etc.), plus a direct knowl- 
edge of the venture capital business, could provide extraordinary opportu- 
nities to Intervaluenet’ s quest for value and wealth. But how these new 
“fully-integrated incubator-accelerator-venture capital” business model is 
going to be like? 

As one venture-backed e-entrepreneur once stated to me, “venture capi- 
talists don’t create business, they steal it”. But, if your typical client is an 
established and consolidated industrial group, you'll make a bad job if you 
get only a VC short run approach. The lack of an industrial approach could 
be a deadly pathology for your client's new business plan. Of course, it's 
ok for everybody to steal wealth from a tired business to a new one, but for 
an industrial group it's really crucial to arrive to sustain this wealth in the 
long run. The alternative, as consultant, would be to suggest to your client 
a very ontological change in his life this being to shift its focus from indus- 
trial entity to a financial entity: that's always possible, but not always real- 
istic. 

There is a similar joke about incubators and accelerators that bites even 
harder on their promises of wealth creation (distinguished by their wealth 
“migration” from venture capital funds and entrepreneurs). In fact, the ne- 
gotiating process that usually gets going before deal making is sometimes 
alternatively epitomised, in the best Hollywood tradition, as “The Quick 
and the Dead” or “the Good, the Bad and the Ugly”: 

- The first epitome refers to the “greed is good” philosophy sometimes 
associated with the venture capital (and in general, investment banking) 
industry. This philosophy was superbly satirized in the film “Wall 
Street”. Its anti-hero Gordon Gekko (played by Michael Douglas) was 
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the “quick as death” archetypal corporate raider (or possibly, venture 
capitalist) with his unforgettable motto “greed is good”. 

- The second epitome refers to the role game that sometimes takes place 
among the VCs (the Goods), the incubator consultants (the Bad) and the 
accelerators consultants (the Ugly). Humane nature being what it is, 
those outside the business secretive scenes, usually get to hear only 
about the deals that go well. Few thoughts are usually spared about the 
deals that went wrong because of these inefficient Good-Bad-Ugly role 
game. 

Many of these inefficiencies, in fact, are driven by conflicts of interests 
(“agency problems”) that can seriously impair the wealth creating oppor- 
tunities of a business plan/new concept idea. In our personal experience, 
we found that an inadequate appreciation and management of these differ- 
ent expectations is usually the surest recipe for failure. In many cases, 
where information asymmetries between incubators/ accelerators and VCs 
were particularly important (in favour of the former), we found out how 
these “agency problems” were managed by them to drive to earlier conclu- 
sion the deal making process, thus negatively affecting the willingness of 
venture capitalist to provide equity financing. In other cases, particularly 
when the incubator/accelerator consultants’ equity stakes were essentially 
stock options, the latter’s often wanted to swap them to receive cash bene- 
fits from managing successive, never-ending innovation projects, while the 
formers tempted to pursue highly, indeed excessively, risky strategies. The 
game has, in fact, three different and sometimes conflicting players with 
different interests and goals: 

- The venture capitalist typically focuses on the trade off between liquid- 
ity and uniqueness of the business plan. The more unique is the business 
plan, the greater the chances of a thirty fold increase in its market value 
through an early Initial Market Offering in the stock market; the more 
unique though, the greater the chances of its illiquidity onto the private 
placement market, if it doesn’t get to IPO). 

- The incubator usually focuses on the maximum diversification of its 
portfolio of start-ups’ minority equity interests, achieved though at the 
price of wild defocalisation of its operating management. Moreover, the 
diversification effect of its equity stakes is more than matched by the 
excessive leverage and risky profiles of the different entrepreneurial ini- 
tiatives that were incubated. 

- Finally, the accelerator focuses mostly on the equity financing of the 
business plan operated by the VCs. Only then the accelerator can push 
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its only-for-fees wrap up market offering, thus managing a new trade off 
between the interest of the entrepreneurs (seen as a partner during the 
negotiation with the VC) and its short term interests (onee the entrepre- 
neurs gets the money thus becoming a fat-cash-cow client). 

Indeed, the entrepreneur’s willingness to develop a business plan that 
makes industrial sense isn’t quite fulfilled from anyone of these three ap- 
proaehes, except, possibly, in the case when there’s a unique player in the 
place of three. In the same way, the value embedded in the market oppor- 
tunity/ business plan isn’t fully realized if there isn’t an integrated player, 
able to address sinergycally an effective and a creative approach. In our 
approach, where the accelerator/ incubator focus ends, a VC focus begins, 
as well as where the fee-based job ends, a capital gain job begins, and 
vice-versa. Only in these way, we can support our clients with the com- 
plete range of the three tangible and intangible capitals a new business 
venture needs in order to grow, prosper and outperform the market: a three 
capitals approach that blends together knowledge capital (the accelerator/ 
consultants’ asset), the financial capital (the VCs’ asset) and the franchise 
capital (the networking asset of incubators). 

Intervaluenet believes that overcoming these “agency problems”, by 
changing ourselves from agents to a sort of co-prineipal, will be a good 
start towards wealth creation. We believe that there is still some room ven- 
ture for venture capitalists, incubator & accelerator consultants to provide 
value added to the entrepreneurs. We think that, time will tell, one single 
entity that integrates both ineubating/ market intelligence, accelerat- 
ing/ereative thinking consulting capabilities and venture capital funds, will 
help setting up ourselves better on the trail of new wealth creation oppor- 
tunities. 
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1.1 The Structure of the Financial System 

The analysis of the characteristics of the financial system is based on the 
observation of the organisational elements, entrepreneurial processes and 
contractual forms existing, in order to transfer financial resources within 
the market over time. In particular, in line with the main approaches, we 
will refer to the definition according to which a financial system is the 
combination of institutions, financial markets and financial instruments 
that, through reciprocal and complete interaction, assure the connection be- 
tween the units in surplus and the units in deficit within the community 
(Onado 1992; Goldsmith 1969). 

The institutions are the organisational units that participate in the finan- 
cial exchanges over time, equipped with autonomy in the economic 
choices of their investments and savings in order to distinguish between 
the operators. With reference to accounting the aforesaid exchanges, tradi- 
tionally these units are divided into macro categories, identified as fami- 
lies, companies. Public Administration and financial institutions (Onado 
1992; Cotula and Filosa 1989). The distinctive criteria are related to a 
functional logic, i.e. the distinctive activity performed by each operator. 
However, other organisational units must be added: the supervision bodies, 
that independent of their positioning in the financial exchange circuit, 
cover an intervention role, with varying graduation and configuration, on 
the structure of the financial system. 

The financial markets are the place where the demand and offer ex- 
change their surplus and deficit positions. The definition of the market 
must however be strictly in line with the characteristics and the organisa- 
tional configuration of the exchange: as a matter of fact, the trade of finan- 
cial resources is characterized by different graduations that extend from the 
spontaneous transfer, to the direct (assisted or not) and to the intermediar- 
ies one. The exchange may occur within a rigid and disciplined market 
structure, or according to the free negotiating choice of the parties. 

The financial instruments are the technical-legal models through which 
the transfer of financial resources is realised. The commitment of a definite 
contractual form, apart from offering certainty to the exchange and protec- 
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tion to the parties, allows an allocation of the contracting parties’ rights 
and obligations coherent with their specific needs. This results in defining 
contractual solutions that, combined with the risk, return, cost and liquidity 
factors, respond effectively to the objectives of the borrower and lender of 
funds. 

The presence of a financial system permits the operators to have an in- 
frastructure at their own disposal, which is functional in the exercise of the 
fundamental investment and savings choices. In other terms, the financial 
system is complementary and, at the same time, indispensable to the real 
system for the proper organisation of the economic activities. Hence a rela- 
tionship of mutual dependence between the real and the financial econ- 
omy, so that each financial system takes its own distinctive characteristics 
from the history, choices and behaviour of the economic operators in the 
community and, vice versa, the real system is influenced in its capacities 
and investment choices by the financial system’s structure. This latter rela- 
tionship and, in general, the ability of the financial system to support the 
operators‘ real activity, can be verified with reference to three diagnosis 
parameters that emphasise the intensity and quality of the service offered 
by the financial system to the real one. They refer to the concepts of allo- 
cation, technical-operative and functional efficiency (Cesarini et al. 1982). 

The allocation efficiency signals the ability of the financial system to 
assign the resources to projects with the highest expected returns in real 
terms. This occurs when in the distribution of the resources an order of 
priorities is used that awards the projects capable of offering the highest 
performance, so that the marginal productivity of capital is equal for all the 
types of commitment selected. In this situation a further allocation of the 
resources would not be convenient as it would not produce any incre- 
mental benefit for the system. However, the concept of allocation effi- 
ciency is strictly related to that of information efficiency. This relationship 
is justified by the fact that the criteria of investment selection are based on 
a system of prices able of reflecting at every moment, with timeliness and 
completeness, all the available information for the receiver of the re- 
sources. Therefore the prices assume an allocation, distributive and infor- 
mative function. 

The technical-operative efficiency underlines the ability of the financial 
system to minimise the unit transfer cost of the financial resources. The 
condition of technical-operative efficiency is realised where the cost of 
provisioning the resources by the units in deficit and that of investment by 
the units in surplus are near to zero. This occurs if all the costs related to 
the exchange process, i.e. the transaction, research and valuation costs of 
the project, disappear. The concept of technical-operative efficiency ap- 
pears therefore strictly related to the allocation and information efficiency. 
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as it presumes that the reduction in the organisation costs for transferring 
the resources arises from a high degree of transparency and visibility in the 
characteristics of the projects to be financed. 

The functional efficiency signals the ability of the financial system to al- 
low the matching between the demand and offer for financial resources. 
This represents, in fact, a pre-requisite for the other forms of efficiency as 
it highlights the reciprocal visibility of the borrowers and lenders of funds, 
the concrete possibility of accessing the market, as well as the awareness 
of this possibility. The aforesaid aspects are more relevant the more the 
operators are acknowledged as “weak” or small parties. In this case, even 
with high levels of efficiency in the allocation and low costs in the transfer 
of resources, the “weak” operator may not be capable of signalling his own 
surplus or deficit position to the system or may not possess adequate 
knowledge to make the signalling itself. Therefore, a non optimal condi- 
tion of functional efficiency results in either the exclusion of operators 
from the financial system, or in a costly access that negatively effects the 
technical-operative efficiency of the system. 

The overall structure of relationships and the characteristics of the fi- 
nancial system require a series of specific valuations in order to state, in 
applicable categories, the aspects of the different forms of efficiency. In re- 
lation to this, the definition of the financial system as the infrastructure of 
the real system focused on the transfer of financial resources, appears too 
broad if the final objective is to understand the competitive dynamics in 
place and the characteristics of the operating choices made by the different 
organisational units. A broad definition of the financial system results, in 
fact, in considering the system itself as a place in which acquirers and sell- 
ers exchange an homogenous product constituted by financial balances 
(Forestieri 1980). In reality, different factors permit the exclusion of this 
homogeneity and result in the emergence of strong diversity and distinc- 
tion within the financial system. In particular, the necessary aspects for a 
correct reading of its articulation are: the typology of operators as bor- 
rower and lender of funds, the kind of circuits for the transfer of resources 
and the market forms, the type of financial intermediaries operating and 
the characteristics of the instruments negotiated. 

The aforesaid elements represent the basis of internal differentiation and 
segmentation of the financial system. The identification of several sub- 
systems, although not helping the representation of the financial system 
structure in its entirety, offers, on the contrary, a key to a closer reading of 
the competitive characteristics of the market. As a matter of fact, each sub- 
system is characterised by a different structure in relation to the demand 
and offer of the financial resources. This has a strong impact on the com- 
petitive behaviour models, the market policies and the individual opera- 
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tors’ structure of the production process. In this perspective, the organisa- 
tion of the financial system in several sub-systems must in any case be an 
operation whose target is represented by the investigation and understand- 
ing of the dynamics in place within a specific environment. Hence, it is 
possible to compare the degree of efficiency and the characteristics of the 
different components of the financial system. 



1.2 The Determinants of the Specialisation of the 
Financial System: SME and New Companies 

In order to focus on a competitive diagnosis and on the operators’ choices, 
the distinction among several significant sub-sectors within the financial 
system requires, first of all, the identification of a dominant criterion of 
segmentation. As previously noted, this depends on the objectives of the 
valuations made and on the relevance, significance and importance ele- 
ments for the operators. In other terms, the selected sub-sector must repre- 
sent an area of the financial system perceived as totally or potentially 
autonomous by the main subjects in the market, and where it is possible to 
distinguish between a specific - actual or potential - dynamic competitive- 
ness and singular competitive strategies in place, or to be activated, by the 
operators. If these conditions are not holding, the segmentation assumes 
the function of mere classification of the financial system in sub- 
categories. 

A particularly efficient and easily applied criterion for structuring the fi- 
nancial system is based on the demand driven approach. Here, the critical 
element in order to distinguish and organize the operators, financial mar- 
kets and instruments in different segments, is the typology of the demand 
of financial services. The selected perspective is that of the economic sub- 
ject who, against specific needs, compares its demand with the structure of 
the offer in the financial system. The presence of macro institutional sec- 
tors in this specific case indicates the segmentation models of the financial 
system: the families, non-financial companies and Public Administration 
show behavioural characteristics and strongly distinctive requirements that 
stimulate a differentiation, with varying intensity and rapidity, of the fi- 
nancial markets, instruments and intermediaries. 

In relation to this, in the market economy the companies’ sector repre- 
sents the principal component of the system for realising the real invest- 
ment process and, as a consequence, assumes the most important role in 
comparing and verifying the degree of allocate efficiency of the resources. 
Therefore, the financial system characterises its intervention as efficient 
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the more it is capable of supporting the companies’ sector in the realisation 
of industrial projects, taking into account the expected profitability and the 
objective of reducing the costs of the resources. The importance of the 
companies’ role as the connection element between the financial and the 
real circuit requires a detailed evaluation of the different categories of op- 
erators. This is important as the presence of significant differences within 
the sector can justify an analysis of the financial system which is differen- 
tiated in relation to the characteristics of the categories identified. Hence, 
the perceivable distinctions in the companies’ sector are numerous depend- 
ing on the commodity sector they belong to, the type of economic parties 
present, the number of employees, value of turnover and degree of interna- 
tionalisation. Although each of the criteria may have a high degree of ex- 
planatory efficiency in the companies’ universe, it appears necessary to use 
those factors that produce the best categories in order to justify and explain 
the differentiation process within the financial system. As a consequence, 
the size of the number of employees, that tells the small and medium sized 
companies (SME) apart from the large ones, appears particularly efficient 
under the importance profile of the category of reduced size operators. In 
particular, the aforesaid importance can be examined under two different 
aspects. First, the high diffusion of small and medium sized companies ap- 
pears as the structural phenomenon in all the market economies in the 
western world. In the specific Italian case, this characteristic also assumes 
a country specific aspect so that, in terms of unit productivity, the degree 
of diffusion of the SME in Italy is largely superior to the European aver- 
age. Second, the significant number of small sized companies causes this 
category to have a strong role in the occupational process of the resources 
and triggers the development processes of new companies. The analysis of 
the data from the latest industrial census, confirming the most recent sig- 
nificant findings, signals that the category of the companies with less than 
50 employees absorbs in Italy 40.4% of all employees (see Table 1.1). This 
percentage shows a specific concentration in the class of companies with a 
number of employees between 10 and 19 units in that the number of em- 
ployees represents 17.7% of the system. 
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Table 1.1. The dimensional structure of the principal European economies (share 
in percentage of employee terms. Data referring to the latest census carried out in 
the different countries) 



Number of employees 


France 


Germany 


Italy 


United Kingdom 


Spain 


1-9 


22.03 


21.38 


45.81 


26.61 


29.80 


10-19 


7.03 


10.02 


11.18 


6.41 


12.52 


20-99 


21.01 


17.77 


15.48 


16., 05 


23.07 


100-499 


16.25 


17.46 


9.88 


17.18 


14.56 


500 and more 


33.68 


33.37 


17.65 


33.75 


20.05 


Total 


100.00 


100.00 


100.00 


100.00 


100.00 



Source: European Commision 2002 



The quantitative significance of the phenomenon requires detailed con- 
sideration and to verify the fact that the SME system can build a strong 
differentiation in the financial system. Otherwise, it is possible to identify, 
in the presence of this type of companies, a system of operators, markets 
and instruments that, actually or potentially, underline this grouping with 
an aim at making market strategies and designing dedicated market circuits 
or specific contractual forms. 

In order to evaluate the degree of internal differentiation in the financial 
system, with respect to the presence of SME, numerous factors must be 
taken into account. These, with different intensity, have a direct influence 
on the characteristics, operating rules and market policies of the players 
and financial instruments servicing all those companies (not only SME) 
that exercise their activity in the real system. The most important ones are 
as following: 

1 . intervention strategies by the institutional policy makers; 

2. degree of exploitation of the potential economic space; 

3. overall degree of development of the market; 

4. contestability of the market. 

1.2.1 Intervention Strategies by the Institutional Policy Makers 

The first factor refers to defining the financial system’s characteristics for 
the SME: the choice of systems made by the institutional policy makers, 
represented by the State (exercised at central and territorial level, in its leg- 
islative and governing function), by the dedicated public bodies, interna- 
tional bodies and institutions of control and supervision (Corbetta 1997; 
Caselli 2001). The intervention of the institutional players can be devel- 
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oped through their direct presence in the financial system or through an in- 
direct role in the exercise of a planning-regulatory function. 

In the first case, the policy makers characterise their intervention in the 
financial system as agents who directly assume the vest of "operators of 
the system", rather than operators of the market circuits and direct distribu- 
tors of financial instruments. Leaving aside a judgement on the merits of 
the opportunity and efficiency of the direct intervention models, the ten- 
dencies in place in the advanced economic systems, and in particular in the 
European Union, in general provide a significant limitation. As a matter of 
fact, the trend can be observed with reference: 



1 . to the operators: the community regulatory structure on the corporate 
governance of the financial intermediaries excludes the presence of sig- 
nificant participation stakes by state authorities in their control and man- 
agement functions; 



2. to the markets: the most recent regulatory European provisions on the 
matter provide the institution of regulatory markets in the form of pri- 
vate market-companies that exclude the presence of public bodies; 



3. to the financial instruments: the form of assistance provided by the State 
must be coherent with the level of maximum intervention defined under 
community regulations. 



Table 1.2. The intervention models of the policy makers in the financial system in 
support of SME and new ventures 



Methods of 
intervention 
by the policy 
_ m akers 

Direct inter- 
vention 



Indirect in 
tervention 



Components of the financial system 



Operators 

Creation of intermediaries and 
specialised operators for 
SME.Patticipation in share 
capital of intermediaries and 
specialised operators for SME. 

Definition of the legislation 
and regulation structure on the 
typology of operators and on 
the areas of activity for the 
SME. Supervision on the ac- 
tivity of the operators, Spon- 
sorship and promotion. 



Market 

Control and mana- 
gement of the mar- 
kets dedicated to 
SME 

Definition of the 
legislation and 
regulation structure 
of the SME market. 
Supervision on the 
activity of the SME 
market. Sponsor- 
ship and promotion. 



Instruments 
Direct payment of 
forms of support 
and financial in- 
struments for SME 

Definition of the 
legislation and regu- 
lation structure of 
the financial instru- 
ments for SME. 
Sponsorship and 
promotion. 



In the second case, the intervention of the policy makers assumes an in- 
direct characteristic as it does not operate within the financial system but. 
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according to a classification defined by levels of decreasing intensity, it 
depends on the design of the regulatory environment and on the logic of 
control and sponsorship of the initiatives. The design of the regulatory en- 
vironment as an indirect activity with strong legislative content because it 
defines the structure of the components of the financial system. This type 
of intervention, if properly developed, is as incisive as the direct interven- 
tion because it allows the public authorities to govern the structure of the 
market in its entirety. However, in this case the space for intervention is 
limited by the value of competition and the mobility of resources, and is 
restricted by community regulations, which leave reduced intervention 
possibilities to the state authorities. This causes a less significant form of 
intervention, as it aims at exercising a control activity on the financial sys- 
tem, according to the logic of levelling the playing field and prudential su- 
pervision. Here, the action of the policy makers, typical of the supervision 
bodies, has a supervision content and a fine tuning function of the competi- 
tive system with the objective of assuring, with respect to a pre-established 
level of stability in the financial system, increasing levels of efficiency in 
the exchanges. The indirect intervention actions can assume, finally, a less 
meaningful configuration, that is based on the sponsorship and, as far as 
possible, on the moral persuasion exercised on the market forces. The 
aforesaid action characterises the intervention of the policy makers as 
promoters of initiatives, not only in the areas of activity of the financial in- 
termediaries but also in the structure of the markets and in the characteris- 
tics of the financial instruments. The efficiency of the promotion is there- 
fore related to the parties’ reputation and its capacity to create consensus 
with reference to a specific business idea. 

However, the relationship between the type of intervention put in place 
by the policy makers and the degree of internal differentiation of the finan- 
cial system for the SME is also related to the number of players with the 
powers of effective intervention in the market and to the characteristics of 
their respective objectives. An increasing number of players can, in fact, 
exercise a divergent effect on the objectives and thus cause a loss of spe- 
cialisation in the intervention of the financial system to the advantage of 
the SME. 

1.2.2 Degree of Exploitation of the Potential Economic Space 

The second factor in evaluating the attitude of the system to meet the par- 
ticular requirements of the SME is related to the degree of exploitation of 
the economic space available. In general, this analysis for a specific finan- 
cial instrument, market or intermediary, must start from the existing and 
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potential economic space available'. The first relates to all the transactions 
already existing and those that can be activated without a significant modi- 
fication in the productive and technical characteristics of the operators, in- 
struments negotiated and markets used. This means that the growth in the 
exploitation of the existing economic space increases, ceteris paribus, the 
degree of differentiation and characteristics of the financial system in fa- 
vour of the SME. The second relates to all the exchanges that can be acti- 
vated only with a significant modification of the product-market-operator 
combination referring to the competitive forces operating within the finan- 
cial system. The exploitation of the existing economic space is therefore 
related to two distinct factors: the pre-existing degree of specialisation of 
the financial system for SME and the constraints to the possible exploita- 
tion by the SME and the operators in the market. In the first case, the eco- 
nomic space is larger the more the financial system is characterised by at- 
tributes of completeness and significant specialisation, and the more the 
policy makers aim at creating financial instruments focused on the needs 
of the SME. On the other side, it is particularly limited when the two com- 
ponents do not combine significantly in the aforesaid direction. In the sec- 
ond case, the possibility of exploitating the economic space relates to the 
knowledge gap and the asymmetric dimensions that may characterise the 
SME. Under this profile, the SME may not be able to make recourse to 
specialised financial intermediaries, dedicated market circuits or specific 
financial instruments, or may not have the necessary technical or basic 
knowledge, or its reduced size does not consent a direct access. Therefore, 
the characteristics of reduced size companies may represent a structural 
constraint to the differentiation of the financial system as the SME is not 
able to signal its diversity to the operators in the market. From this point of 
view, the potential economic space is very important, or rather that specific 
market area which can be used only by significantly modifying the existing 
product-market combinations. The “diversity” of the SME can be recog- 
nised and exploited by those financial intermediaries that, adjusting their 
production processes and the financial products offered, take an additional 
competitive advantage compared to the starting position. 

1 .2.3 Overall Degree of the Development of the Market 

The third differentiation factor for the SME relates to the overall develop- 
ment level achieved by the financial system. In general, it is possible to af- 



‘ For a complete and exhautive evaluation of the “economic space” concept see De 
Laurentis 1995. 
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firm that the greater the financial system presents requisites of intensity, 
articulation and completeness, the more the operators can find in it an ef- 
fective support in engaging their economic choices. Therefore, a greater 
development of the system leaves space to a more intense internal differen- 
tiation by type of operators, financial markets and instruments in relation 
to the different categories of units in surplus and in deficit. 

In particular, the financial intensity of an economic system, measured as 
the relationship between the variation of the overall financial activities and 
the return produced, indicates the ability of the financial system to sustain 
the production processes. This means that when the ratio is high, a greater 
quantity of financial resources is "mobilised" to produce a unit of return. 
Vice versa, the articulation of the financial system refers to the number of 
financial intermediaries whose performance belongs to different interme- 
diary activities referring to credit, stock market and insurance area. In this 
environment, an increasing articulation increases the possibilities for the 
operators to find in the market the ideal party in order to satisfy their spe- 
cific financial requirements. However, the valuation criterion can be focus 
on the institutional aspect, based on regulation characteristics and not only 
on the financial intermediaries. This means that although in the presence of 
a high level of articulation, determined by the entire range of financial in- 
termediaries, the financial system is not necessarily able to satisfy the us- 
ers‘ needs if the activities that can be exercised are not actually carried out. 
For this reason, it is necessary to analyse the development level of the fi- 
nancial system also through the completeness parameter, whose valuation 
criterion is the functional prospective. Here the completeness, independent 
of the institutional model, highlights the ability of the financial intermedi- 
aries, and broadly of the financial system, to assist and perform the match- 
ing between the borrowers’ and the lenders of funds’ goals. These can be 
characterized by high levels of complexify as the lender’s risk, return and 
liquidity parameters and the borrower’s cost and sustainability can assume 
different graduations and artieulations stretching from the simple financial 
exchange to the establishment of complex relations, that aim at satisfying 
situations and financial problems over time. More specifically, the charac- 
teristics of the SME as borrower of funds stimulate the presence of differ- 
entiated institutional operators, in order to obtain a more intense satisfac- 
tion of the distinctive requirements of reduced size companies and of 
emerging complex ones. In this case, the differentiation of the financial 
system depends on: the ex ante design of intermediation forms tailored on 
reduced size companies; and the ex post market legitimation of those op- 
erators focusing their activities on one or more businesses specifically or- 
ganised for the SME. 
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1.2.4 Contestability of the Market 

Finally, the forth factor relates to the contestability level in the market. 
This approach, although suffering from numerous limitations especially 
when applied to broad financial markets, allows to shed light on the func- 
tional character, the inherent level of development and the competitive 
structure of the market, therefore becoming an effective criterion for 
analysis and overall judgement. The presence of a high contestability level 
signals the presence of a market circuit potentially flexible and consistent 
with the company’s requirements, as it is able to stimulate the entry of new 
operators, their selection (through competitive comparison) and the exit of 
unsuitable ones. Vice versa, a low level highlights the inability of the mar- 
ket to activate the necessary circuit in attracting external parties, and a 
scarce competitive comparison and operators’ turnover, therefore indicat- 
ing the ability to satisfy the final users. 

The contestability judgement of the financial market for SME must be 
made with reference to analysing the intensity of the entry and exit barriers 
for the actual and potential players of the "system". Therefore, a compari- 
son must be performed between the elements of the specific SME market 
and of the financial market in general. In the first case, the entry barriers 
blocking the contestability of the SME market mainly relate to the down- 
size effect or rather the dimensional asymmetry between the lender and 
borrower of the funds (high information asymmetry). This effect can com- 
promise the market entry as the total cost of activating and managing the 
production process for reducing the information asymmetry could be not 
compatible with the expected remuneration flows of the financial interme- 
diary‘s investment activity. On the other side, more complex appears the 
valuation of the exit barriers, or rather the sunk cost connected to abandon- 
ing the chosen productive combinations. This peculiar type of cost is not 
differentiable compared to the structure of exit barriers related to the prod- 
uct-market combination in the financial system^ In the second case, the 
tendencies in place in the financial services market signal an overall fall in 
the entry and exit barriers and the development of a dynamic equilibrium. 
In the latter case, the intermediaries’ efforts for protecting the competitive 



^ This signifies that the structure of the sunk costs relating to the financial system 
assumes a strong immaterial character not being present in a significant manner 
components of fixed capital. The sunk costs are related to: the capitalised costs for 
acquisition, maintenance and production of the know how necessary to compete in 
the context of the specific product-market combination; the expenses of research 
and development; the expenses relating to the brand factors. 
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advantage within a specific sector is rapidly eroded, driving the research of 
new protective factors, thus effecting: 

1 . the intense development of the information technology as the vehicle of 
transmitting and spreading information; 

2. the growth of contract banking, i.e. the greater possibility of integrating 
and de-integrating the financial production process through in- and out- 
sourcing (Llewellyn 1999); 

3. the differentiation of the “competitive models” (from financial to indus- 
trial and commercial parties) performing important functions within the 
banking and financial industry^; 

4. the fall in the barriers intra and extra country, natural consequence of 
the progressive and continuing deregulation action of the financial sys- 
tem. 

1.2.5 Conclusions 

In general, the overlapping of the elements referring to the SME and to the 
financial system signals, on one side, the decrease of the factors restraining 
the rising markets contestability and, on the other, the stronger importance 
of firm specific factors determining the intensity of entry barriers. Hence, 
the elements and relational components related to the commitment and 
partnership assume a strong significance. These factors directly affect the 
information asymmetry, therefore generating areas or domains of reserved 
and captured information, which allow to make investment decisions with 
sufficient certainty. However, the intangibility of the relational elements 
must find an adequate eontractual place and be developed according to 
specific implementation models. On the offer side, this can result in devel- 
oping banking oriented solutions that, with reference to the economies of 
scope and relations, identify the credit intermediaries as the central point in 
the offer of financial services to the SME"'. This approach can reach strong 
intensity levels, typical of the “housebanking relationship”. Vice versa, it 
is also possible to develop specialised suppliers oriented solutions, where 
specific financial intermediaries organise production processes focused on 
provisioning one or more services for the SME. In this case, the production 
process forsters economies of scale, in terms of reaching the desired eco- 



^ On the theme of the factors that strengthens the contestability of the financial 
markets see Llewellyn 1999; Santomero and Babbel 1997. 

'• See Berger and Hannan 1997;Hannan 1991; Peek J. Rosengren 1996; Keeton 
1996; Strahan and Weston 1998; Walraven 1997. 
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nomic equilibrium and compatible with the satisfaction of the client com- 
pany, in a professional relationship. 

Although opposing, the two aforesaid approaches present space for 
complementarity and strong contamination, so that the structure of the fi- 
nal market appears clearly influenced by historical and specific market fac- 
tors. In particular, this means that the presence of successful banks offering 
a range of articulated services for the SME does not preclude the presence 
of specialised financial intermediaries. 

The combination and the intensity of the four elements examined con- 
tribute in determining the degree of differentiation, development and spe- 
cialisation of the financial system towards the SME. The analysis, how- 
ever, must be verified and applied in relation to the characteristics in the 
different systems in each country, in order to evaluate and understand the 
country specific factors. This means verifying their contents on the basis of 
historic and prospective elements in the medium term, with the objective 
of examining the effects on the provider of the financial services, and on 
the financial behaviour of the SME. 



1.3 The Internal Differentiation of the Financial System for 
the Development of the SME and the New Companies 

The structure of the financial system for developing new companies and 
the existing SME, determined by the intensity and interaction of the differ- 
entiation factors previously described, assumes an overall structure, that is 
therefore observable with reference to the financial instruments, operators 
and markets. The three aforesaid components are not exhaustive and can 
show broad complementary space with the other segments in the financial 
system, where the single operators, rather than the markets or instruments, 
assume a generalised character of utility and exploitation by the end users. 
Hence, it is important to verily two distinct aspects: 

1 . the degree of specialisation related to the needs expressed by the SME, 
the operators, instruments and financial markets; 

2. the overall structure of the financial system for the SME. 

Therefore, this verification must be made: ex ante, with reference to the 
structural characteristics of allocating, effectively and potentially, the 
components of the financial system for satisfying the SME’s needs; ex 
post, i.e. the effective allocation of the components. Therefore, the ex post 
valuation can be made only when applied to a specific environment. This 
means proceeding to understanding and adapting the country specific fac- 
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tors in order to perform a correct diagnosis of the overall structure of the 
financial system for the SME. It follows that this diagnosis is necessarily 
sequential to those of the differentiation factors of the financial system and 
represent both the complete and the concrete application. 

Under the degree of specialisation of the operators, instruments and fi- 
nancial markets, it in necessary to make an exhaustive mapping of the 
components dedicated and functional to the SME‘s financial requirements. 
In other terms, it is necessary to identify, according to an ex ante valuation, 
all those elements concretely involved in the process of providing financial 
services in the environment of a fully developed economic system. 

1 .3.1 The Characteristics of the Operators 

With reference to the operators, they mainly refer to three categories: 

1 . financial intermediaries; 

2. professional agencies; 

3. mutuals. 

The financial intermediaries perform, first of all, the function of satisfy- 
ing the deficit position of the SME, that is the external financial needs de- 
termined by activating and developing the purchase, production and sales 
activity (see Table 1.3). The production and provision of complementary 
and autonomous services and products can overlap and interact with this 
function, in addition to the main financing one. These operators can be 
classified under a functional or institutional profile, thus producing the 
categories of banks, credit intermediaries and other financial intermediar- 
ies. With reference to the first two ones, neither the institutional elements 
nor the functional development of the activity allows to highlight the char- 
acteristics and profiles of the intermediaries’ structural specialisation to- 
wards the SME. However, the banks may have an internal organisational 
specialisation that identifies the SME as an important segment or market, 
thus performing an internal differentiation of roles, organisational units 
and production processes (Hunt 1996). Only specialised Italian banks for 
medium/long term credit, within the category of the non banking credit in- 
termediaries, have a structural and constitutive mission of their activity 
with reference to the SME. 

The category of other financial intermediaries appears more significant, 
as they are able to interact with the system of SME that determines their 
operating boundaries, the content of the activity developed and, in the final 
analysis, their reason to exist. This is evident with reference to the closed- 
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end funds and the venture capital companies, whose mission and core 
business is offering financial resources as risk capital to small sized com- 
panies and in the constitution phase too. Here, the presence of several 
models for transferring financial resources and different types of compa- 
nies’ needs determines a further internal operating segmentation of the fi- 
nancial intermediary that, in some cases, becomes a true and proper func- 
tional specialisation^ It should be recalled that, according to a logic of 
activity "contamination" towards different categories of customers, the 
closed-end funds and venture capital companies tend to broaden their ac- 
tivity also towards non small sized companies. This occurs in particular in 
case of debt and turnaround restructuring operations and/or for leveraged 
and management buy outs, i.e. events where the size of the company is no 
longer a differentiation element in the intermediation process of the finan- 
cial resources. 

The merchant banks category is more complex, as the range of activities 
and the relative boundaries are rather wide and not necessarily clearly 
identified'^. Therefore, the relative business areas extend from capital mar- 
kets to corporate finance, according to different models and graduations. 
However, differing from the other financial intermediaries examined, the 
presence of SME does not represent a factor of autonomous differentiation 
as the merchant banking activity presents a clear orientation towards cor- 
porates and large corporates. This does not exclude, however, the possibil- 
ity of focusing on the SME sector, as a market segmentation with an inter- 
nal organisational and production differentiation of the operators. 

The professional agencies are a heterogeneous grouping of operators 
that do not directly perform an intermediation activity of the financial re- 
sources, but participate facilitating, assisting and supporting it. Common 
elements are the specialisation in dedicated business areas and, in general, 
their non focalisation ex ante towards the SME; therefore, the choice of 
specialisation itself may represent a market policy examined later on. The 
extension and depth of the operators’ intervention cannot be precisely de- 
fined beforehand, given its qualitative characteristic; however, it can be re- 
lated to observing several categories typically present in the market. The 
first refers to the companies’ consultants or rather those parties which are 
external to the company and connected through specific contractual forms, 
whose target is carrying out an intervention in one or more areas of the op- 



^ See; Block and Mac Millan 1993; Evca-Coopres and Lybrand 1997; Venture 
Capital Report 1998. 

* See: Gatti 1996; Kuhn 1990; Kay 1992; De Cecco and Ferri 1994; Autorita Ga- 
rante della Concorrenza e del Mercato - Banca d’ Italia 1997; Caselli 2000. 
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erating activity’; this intervention may heavily affeet not only the com- 
pany’s investment choices, but also the selection of the technical forms of 
financing and/or the counterparts involved in the fund-raising stage. The 
second category refers to the brokers, or more generally those parties that 
carry out a brokerage and assistance function in the financing process of 
the company and during the intermediation of the resources. Here too, it 
does not seem possible to define the content of the brokerage activity be- 
forehand, as it can have articulated meanings that adapt to the specific 
choices of the broker’s market, as much as to the nature of the companies’ 
requirements. The third category finally refers to data providers, parties 
performing an activity of production and provision of information to the 
companies, functional to undertaking decisions in the financial manage- 
ment context. This activity can be mainly developed in relation to two di- 
rections. The first is the production of a wide-spectrum of information on 
the commercial and, partly, financial counterparts under the soundness and 
solvency profile in the medium term. This is especially functional to a 
more effective management of the complete working capital cycle, on the 
investment as much as the financing side. The second is the production of 
a company’s rating, that is the emission of a concise and authoritative 
opinion on the credit risk. This activity is indispensable and functional to 
the construction of a general signalling process to the players in the finan- 
cial market with reference to the company’s credit standing. Here, the data 
providers’ activity assumes a configuration which is very close to the fi- 
nancial intermediaries’ one, as it is centred on the organisation of a pro- 
duction process finalised to the acquisition and production of aggregated 
information and added value, due to the superior ability in managing the 
market’s asymmetric information. 

Finally, the mutuals category includes those operators that carry out a 
non profit based function in the financial system - meant as co-operative 
rather than focused on intervention - without any remuneration in the 
transfer of financial resources to the companies*. The distinctive factor of 
the aforesaid operators is firstly represented by the differentiation of origin 
compared to the for profit ones, which can however find different applica- 
tion paths with heterogeneous graduations depending on the SME’s char- 
acteristics. 

A first type of operator is formed by mutual guarantee consortiums 
(“confidi” in Italy or “socama” in France) or rather by consortiums and co- 



’ On the role of the consultants with reference to the activity of the company and 
especially the Interaction with the intermediary circuits of the resources see De 
Cecco and Ferri 1994; Caselli 1999; Rybczynsky 1996. 

* See the valuations of Amott and Stigliz 1991. 
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operatives that collectively guarantee the loans. They arise from the spon- 
taneous initiatives of small entrepreneurs and local bodies with the objec- 
tive of overcoming the difficulties that the smaller companies meet in the 
access to financial resources, which are offered by the banking system 
through the principle of solidarity. Therefore, the economic reason and the 
mission of the mutual guarantee consortiums to the SME is clear: the co- 
operative element and the provision of a guarantee. The first highlights the 
solidarity component that, aggregating small and medium sized compa- 
nies, allows a reduction in the asymmetric dimensions of the lending 
banks. As a matter of fact, this often causes a less favourable relationship 
for the companies due to the quantity and relative price of the credit pro- 
vided. The second represents an instrument for reducing the information 
asymmetry between the bank and the small company, as the consortiums’ 
interventions constitute a greater and more qualified signal of reliability 
that the one the company can provide to the lender. Moreover, they also 
present a peer monitoring characteristics; a company’s participation gener- 
ates an "implicit social control” by the members of the same group, as they 
all have an interest in promoting the solidarity action effectively, and 
therefore preventing the emergence of a crisis. However, if the disciplining 
effect arising from belonging to a group represents a fundamental element 
in improving the quality of the relationship between bank and company, it 
is also necessary to highlight the emergence of a lobby effect that can 
strongly distort and compromise the co-operative’s mission. 

The second category of mutuals are the business angels. These operators 
exercise in a professional and solidarity manner the start up financing ac- 
tivity of the entrepreneurial business ideas, with the mission of contribut- 
ing to the growth of the industrial system and thus to the overall social 
welfare of the community. The area of intervention is therefore represented 
by the supply of risk capital, and the relationship with the SME is not only 
an element of differentiation but it is in fact constituted by the existence of 
the business angels. 
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Table 1.3. The operators of the financial system and the degree of differentiation 
with reference to the structure of the requirements connected to the companies’ 
development 



Operators of 
the financial 
system 


Degree of struc- 
tural differentiation 
with reference to 
the development of 
the SME 


Possibilities of differentiation and ad- 
aptation to the requirements con- 
nected to the development of the SME 


A. Financial in- 
termediaries 
Banks 


Low 


General supplier or specialised supplier 


Leasing and 


Low 


not focused ex ante on the SME. Possi- 
bly an internal organisational specialisa- 
tion towards the SME through a process 
of divisionalisation and identification of 
target segments. 

Specialised supplier not focused ex ante 


Factoring 




on the SME. 


Specialised 


Medium-high 


Specialised supplier tendentially focused 


banks for me- 




ex ante on the SME. 


dium/long term 

credit 

Closed-end 


Medium-high 


Specialised supplier tendentially focused 


funds 




ex ante on the SME. 


Venture capital 


High 


Specialised supplier focused and struc- 


Merchant Banks 


Medium-low 


turally dedicated ex ante to the SME. 
Specialised supplier tendentially not fo- 


B. Professional 

agencies 

Consultants 


Medium 


cused ex ante on the SME. However 
possible either an effective specialisation 
or an internal specialised organisation 
towards the SME, through a process di- 
visionalisation and identification of tar- 
get segments. 

Specialised supplier tendentially focused 


Brokers 


Low 


ex ante on specific customer segments, 
among which SME. 

Specialised supplier not focused ex ante 


Data provider 


Low 


on the SME. 

Specialised supplier not focused ex ante 



on the SME. 
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Table 1.3. (cont) 



Degree of structural dif- 
ferentiation with refer- 
ence to the development 
of the SME 



Operators of 
the financial 
system 

C. Mutuals 
Mutual guaran- High 
tee consortiums 



Business An- High 
gels 

Bank founda- Medium-low 
tions 



Possibilities of differentiation and 
adaptation to the requirements 
connected to the development of 
the SME 

Specialised supplier focused and 
structurally dedicated ex ante to the 
SME. 

Specialised supplier focused and 
structurally dedicated ex ante to the 
SME. 

General supplier not focused ex 
ante on the SME. Possible identifi- 
cation of line intervention in favour 
of SME. 



The third category of mutuals refers to the bank foundations, i.e. non 
profit parties that can operate with solidarity purposes and develop towards 
a very wide range of economic and financial counterparts. In this case, the 
SME represents an important and potential target due to the effect of their 
relative weak financial profile and their requirement of aid and support 
from the economic system. The intervention of the banking foundations 
can happen through a direct or indirect approach. In the first one, the foun- 
dation, appealing to its “contribution capacity”, supports the projects, ac- 
tivities and companies that are worthy and requiring assistance. The finan- 
cial resources are thus transferred directly to the SME, according to the 
models and allocation determined by the overall contribution strategy. In 
the second one, the foundation, even if contributing the necessary capital, 
is promoting the instruments that professionally and institutionally operate 
in the market in support of the SME. These prevalently relate to closed-end 
funds and venture capital companies that develop their activity of equity 
financier exploiting the sponsorship, and eventually also the critical mass 
of financial resources provided by the foundations, that undertake the path 
realised by those projects requiring the maintenance of specific expertise. 



1.3.2 The Characteristics of the Financiai Markets 

When examining the financial markets, the traditional distinction between 
regulatory and non regulatory markets is mainly used. The first have the 
characteristic of exchange systems between demand and offer within the 
regulatory environment, which is defined and recognised by the economic 
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system. The second is an informal exchange, not subject to fixed rules at a 
regulatory level. However, this distinction only consents a general over- 
view of the market structure, and does not allow to understand the possible 
differentiation processes constructed on the structure of the SME’s needs. 
For this reason, it is necessary to proceed through an internal articulation 
of the two categories mentioned, in order to define a sufficiently analytical 
and detailed picture (see Table 1 .4). 

The regulatory markets must be distinguished, first, into the the primary 
and second markets components, and then into the other ones. The primary 
markets represent the principal list of the individual "country systems". It 
follows that their function and constitution characteristics are not origi- 
nated from the presence of the specific SME’s needs, but from the more 
general requirements of the (large) companies. Very frequently, their true 
nature of “primary list” generates significant entry barriers for the smaller 
operators mainly due the direct and indirect costs of access and perma- 
nence in the market. However, this fact does not exclude ex post the inter- 
nal differentiation of the list in segments of specialised quoted stocks with 
reference to reduced sized companies. Although this evaluation is much 
more a theoretical view rather than an empirical one, given that within the 
main lists of the more developed financial systems this solution is not en- 
countered, it should be noted that the integration process of the financial 
markets in place in the Euro area shows a possible evolution option for re- 
alising a single principal listing, which includes the companies from each 
individual country. Within this structure, the segmentation into categories 
- by industry or size - constitutes a physiological process for reducing the 
complexity and adapting the structure of the risk capital demand to the of- 
fer, in terms of more appropriate signalling of the companies‘s commod- 
ity-industrial profile^. 

The secondary markets and the other ones represent those regulatory 
circuits performing the specific function of widening the base in order to 
match the demand and offer of risk capital, with reference to companies 
that would not find in the primary market the appropriate space, due to 
asymmetric size, information and knowledge gap, or structural constraints 
related to these costs. In analytical terms, the distinction between “secon- 
dary” and “other” markets is specifically determined by the practices of the 
developed financial systems rather than by a theoretical concept, as it is re- 
lated to the company target. The second markets are small and medium 



’ On the evolution prospects of the European financial markets, on the agreements 
of collaboration and integration in place, on the processes of successive internal 
segmentation of the Euro-listing see the scenarios traced out by in Bank of Eng- 
land 1999. 
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sized oriented ones so that the SME’s financial needs become factors of 
institutional differentiation and justify their existence. The other markets, 
instead, are specialised customer oriented so that the financial needs of 
specific segments of customers become the determining factors for the 
markets’ existence. Here, the important segments are identified on the ba- 
sis of the industry the company belongs to and of the evaluation of the 
profitability prospective: that is why they are specialised market for com- 
panies with high growth potential and/or belonging to a specific commod- 
ity sector. Differing from the secondary market, where the fundamental 
factor is the requirement of the system to find outlets for the demand of 
risk capital for small and medium sized operators, in the other ones the 
triggering factors can be multiple. By observing the financial systems it is 
possible to note that the propelling element in developing the market has a 
competitive, or rather confrontational symmetry to the primary one, though 
in a restricted area of companies. In other terms, the other market tends to 
perform a riding activity against the primary one: its competitive element 
is the greater adequacy and conformity to the companies’ profile, therefore 
contrasting its tailor made logic to the primary market’s de-specialisation 
one. Hence, the distinction between secondary and other may become less 
clear and, in the operating reality, processes of reciprocal contamination 
and overlapping of functions can be verified. Significant examples are the 
experiences developed in the Anglo-Saxon contexts with reference to the 
Nasdaq circuit in the United States, and the Aim and Techmark ones in 
Great Britain'®, that perform at the same time the secondary market func- 
tion, as their target is the SME, and the other market one, as they are ori- 
ented towards technology based companies and sectors showing strong 
growth potentials. A similar situation could be recently found in the Euro 
area with reference to the Euro.Nm circuit, that stands at an intermediate 
level between the typical secondary market logic and the others’ one, as it 
is oriented towards both small and medium sized companies, and those 
competing in the high technological intensive sectors and those with high 
growth potentials. 



See in relation to this London Stock Exchange, "Techmark, The technology 
market", London, 1999. In particular, the AIM appears a possible benchmark due 
to the success it has achieved. At December 31, 2000, in fact, it counted 524 
quoted companies - of which 30 foreign - for a capitalisation equal to approxi- 
mately 15 billion sterling and a large representation of commodity sectors. In 
these terms, this markets places itself in competition to markets once considered 
global and more specialised, such as Nasdaq, Easdaq and the European Network 
of New Markets. 
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The non regulatory markets are positioned within the financial system in 
a different way with respect to the regulatory ones. This is due, first, to the 
formal and substantial requisite of the absence of regulatory controls defin- 
ing the framework and content of the exchange activity. This characteristic 
allows the participating financial intermediaries and companies to create a 
de-structured space for transactions, with reference to the securities ex- 
changed, the operative models and form of safeguard and risk protection. 
A second distinctive element relates to the market’s functional use: apart 
from minimising the costs and regulatory restraints for the demand and of- 
fer, it widens the company’s spectrum of funding choices and the financial 
intermediaries’ space for services and possible investment. The presence 
of third markets appears therefore as a physiological and dynamic charac- 
ter of the financial systems, and combined with the regulatory and norma- 
tive activity, it helps define the structure of the primary and secondary 
ones. Moreover, the operators react according to an operating "de- 
regulation" line. Overall, the system’s development can be considered as 
an alternative to regulation and deregulation cycles that modifies the old 
equilibrium reached and imposes a "new definition” for regulation. There- 
fore, in the third markets the differentiation factor related to the SME’s sat- 
isfaction is weak ex ante, if not totally absent. However, this situation does 
not preclude the presence ex post of smaller sized companies within the in- 
formal listing. 

Within the non regulatory markets it is necessary to identify a second 
type of circuit for transfer the resources: captive or inner markets. They are 
established within a group structure or network of several financial inter- 
mediaries who require the development of space for autonomous ex- 
change, relating to equity investments mainly realised in companies that 
are not quoted on the main listings. The exchange activity, given its strong 
private element, can be subject to more or less stringent regulations or spe- 
cific moral obligations. 
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Table 1.4. The financial markets and the degree of differentiation with reference 
to the structure of the requirements connected to the companies’ development 



Markets 


Degree of structural diffe- 
rentiation with reference 
to the development of the 
SME 


Possibilities of differentiation and adap- 
tation to the requirements connected to 
the development of the SME 


A. Regulatory 
Primary mar- 


Low 


Generally not specialised towards specific 


kets 




types of companies. Possibility of develo- 


Secondary and 


Medium-high 


ping international listing specialised by 
company segments. 

Tendentially focused and structurally dedi- 


other markets 




cated ex ante to the SME. 


B. Non regula- 
tory 

Third markets 


Medium-low 


Generally not specialised towards specific 


Captive markets 


Medium-high 


types of companies. 

Generally de-structured. Probable however 


(inner markets) 




a focus ex ante towards the SME. 



There are two fundamental constitution elements of the captive markets. 
The first relates to the presence of highly illiquid securities, requiring a 
market mechanism that allows the investors to unfreeze their positions and 
obtain the capital gain on the investment made. The second is the strong 
commitment and alliance of interest that is formed in the investment activ- 
ity of the companies’ risk capital. The requirement to have and realise a 
strong convergence of interest acts as a justification to the presence of sev- 
eral intermediaries belonging to the same banking group, association or 
consortium (for example, business angels networks) operating in the mar- 
ket. This is why the development of the captive markets is strictly related 
to the presence of SME, which justifies their formation and differentiation. 
As a matter of fact, the captive market is the natural way of transferring an 
effective liquidity to the start up market, that shows restricted and limited 
manoeuvre in finding an entry within the regulatory markets. However, the 
connection between captive markets and SME is not exhaustive as the re- 
alisation of internal risk capital circuits can also be finalised to exchanging 
securities negotiable on the regulatory ones, or it can relate to investments 
towards large companies not quoted on the Stock Exchange. 

In more detail, a further element differentiating the third markets from 
the inner ones relates to the specific operator who forsters its creation. In 
the first case, the financial intermediaries (thus the offer), having the ne- 
cessity to move quotas of participation held in their portfolio with greater 
flexibility than allowd by the existing regulatory markets, search other op- 
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erators with the same requirements. For this reason it is not certain whether 
there exists a specific focus on the SME. 

In the inner markets, on the contrary, the incentive towards the conclu- 
sion of the operations derives directly from the demand side, which re- 
quires securities with particular characteristics. It therefore relates to an 
even more "private" market as its aim is satisfying the particular require- 
ments of specific operators. 

1.3.3 The Characteristics of the Financial Instruments 

The degree of ex ante differentiation in relation to the SME’s financial re- 
quirements is tendentially limited, due to the function of transfer of finan- 
cial resources performed by the financial instruments. This, according to 
different contractual solutions, segment the categories of instruments in re- 
lation to the needs of transfer, or rather the contracting parties’ rights and 
obligations, and not to the user’s economic profile (see Table 1.5). The 
evaluation is not significantly modified if one also adopts a wider, and ap- 
pearently less rigorous, meaning, including financial consulting and the 
production of guarantees (Llewellyn 1992). 

The first is the physical and logic support, and the client’s content in re- 
lation to undertaking the financial choices. The incisiveness of this action 
can generate a few possible effects: the general integration between the in- 
strument and the consulting support, resulting in the production of a new 
kind of financial instruments; the maturation of consulting as an autono- 
mous product, clearly discernible and necessary to the production of the 
financial instrument. The first situation is verified with special reference to 
the application of information technology, that from a simple transmission 
vehicle of the financial transactions becomes a constitutional and distinc- 
tive part. The second situation is verified in the advising field, where the 
consulting support acquires the characteristics of a distinct product, how- 
ever necessary for developing the equity operations. 

The production of guarantees is part of the financial instrument category 
as it signals the distinctive characteristics of the company requiring credit 
and it is a necessary component of valuing the credit risk by the financial 
intermediary (Bester 1987; De Bonis 1996). Therefore, the guarantee be- 
comes an integral and constitutional part of the concession and acquisition 
of the - debt, bank and, partly market - financial instruments. This charac- 
terises the functional importance, autonomy and thus, value of its use and 
exchange within the market. These aspects have a rising importance be- 
cause the financial intermediaries acquire an increasing ability in distin- 
guishing and measuring the collateral components in the environment of 
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credit concession. Moreover, the concept of guarantees evolves from a 
purely material characteristic to a more articulated and even immaterial 
one, especially in the direction of auditing, peer monitoring and certifica- 
tion. 



Table 1.5. The financial instruments and the degree of differentiation with refe- 
rence to the structure of the requirements connected to the companies’ develop- 
ment 



Financial 

instruments 


Degree of structural 
differentiation with re- 
ference to the develop- 
ment of the SME 


Possibilities of differentiation and 
adaptation to the requirements 
connected to the development of 
the SME 


Equity 


Low 


Not specialised towards the SME if 
not through an assisted financial deal 
or the action of a specialised operator 


Mezzanine and 
subordinated 


Low 


Not specialised towards the SME if 
not through an assisted financial deal 
or the action of a specialised operator 


Market debt 


Medium-low 


Can be specialised ex ante in function 
of the SME. In any case specialised 
through an assisted financial deal or 
the action of a specialised 


Bank debt 


Low 


Not specialised towards the SME if 
not through an assisted financial deal 
or through the action of a specialised 
operator 


Financial 

consulting 


Medium-low 


Possibly specialised towards SME 


Guarantees 


Low 


Not specialised towards the SME if 
not through an assisted financial deal 
or through the action of a specialised 
operator 



Overall, the space of ex ante differentiation of the financial instruments 
can only be referred to specific regulatory interventions of the policy mak- 
ers. These interventions, identifying categories of users on which to focus 
and to whom dedicate tailor made contractual forms, modify the structural 
characteristics of the financial instruments adapting them to the particular 
needs of the smaller sized companies. This possibility is verified in the as- 
sisted financial actions that, although not originating autonomous financial 
instruments, constitute a model of ex post differentiation of the entire fi- 
nancial instruments category in relation to the SME’s needs. In particular, 
the different assisted interventions affect the economic conditions rather 
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than the provision of the individual financial instruments, leaving un- 
changed the company’s acquisition function, but modifying the impact of 
several "key elements ", i.e. reducing its costs and lowering the entry bar- 
rier. 



1.4 Managing the Market Relations and Production 
Specialisation in the View of the Financial Intermediary 

The overall evaluation of the characteristics and degree of differentiation 
of the operators, markets and financial instruments allows to broaden the 
view from an analytical and detailed description to a general aggregated 
logic, that fosters a co-ordination between the different components in the 
financial system for the SME’s development. A judgement on the potential 
structure of the financial system for the SME can only be made by con- 
necting the type of operators to the offer of financial instruments and their 
effective entry in the different market categories. 

1.4.1 The Relationship Between Operators, Markets and 
Instruments 

With reference to the connection between operators and financial instru- 
ments, it is possible to identify significant relationships and important 
spaces for operative specialisation. Each operator-instrument combination 
must be stated within a country specific context in order to be more effec- 
tive. However, there clearly emerge several basis characteristics on the 
structure of the relationships in the market: 

1 . the distribution of productive specialisation relating to certain categories 
of financial instruments appears wide and complex ; 

2. no operator has full specialisation on the entire range of financial in- 
struments; 

3. the space for complementarity between different operators and catego- 
ries of operators is significant; 

4. the operators that have a strong and intense ex ante differentiation in re- 
lation to the SME’s needs tend to be specialised on a restricted number 
of financial instruments; 

5. the operators that have a low ex ante differentiation in relation to the 
SME’s needs, especially if belonging to the financial intermediaries 
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category, tend to develop the abilities to offer a rather wide range of in- 
struments. 

Analytically, the operative specialisation and the differentiation on the 
SME’s needs tend to be centred on several guiding principles (see Table 
1.6). First, the financial intermediaries have a superior ability of produc- 
tion and offer of financial services compared to the professional and mu- 
tual agencies. This is not however consistent, apart from a large part of the 
non credit financial intermediaries (closed-end funds and venture capital- 
ist), with a specialisation structure focused on the SME’s demand. Second, 
the consulting and support activities as well as the production of the guar- 
antees appear to be "scarce components" within the market. Moreover, 
consulting appears to be an asset held by only few operators - mainly con- 
centrated in professional agencies and non credit financial intermediaries - 
as a production instrument suitable for risk capital. Other evidence relates 
to the guarantees cluster, that belong to only one category of operators: the 
mutual agencies, and precisely the mutual guarantee consortiums that, in 
fact, present a productive specialisation in this area. An intervention by the 
professional agencies (consultants and data providers) is also possible if 
the provision of the guarantees has a greater immaterial significance and 
thus is considered as an autonomous “certification” of the company’s 
credit standing. 

Overall, the structure of the relationships existing between the financial 
system’s operators and instruments signals the presence of significant 
trade-offs, whose characteristics and intensity generate important effects 
on managing the approach to the SME. In particular, the first trade-off 
shows a contrast between the broadness of the product range and the level 
of ex ante specialisation of the operator. This means that the greater the 
operator disposes of a broad ability on the offer side, the greater the focus 
on the structure of the smaller sized companies’ needs is lost. The second 
trade-off is connected to the first one, and it compares the degree of differ- 
entiation relating to the SME, to the ability of controlling and governing 
the relationship with the company. In this case, a high ability to manage 
the relationship, or rather to satisfy the entire range of the company’s 
needs, is not compatible with the focus on smaller sized companies. This is 
especially so when the companies in the system show an autonomously 
search the financial resources, and use, as a consequence, bank debt as the 
principal source of financing. As matter of fact, the greater the ability of 
the offer - on the products relationship management side - ex ante, typi- 
cally for the banks, is opposed to a limited vision of the smaller compa- 
nies’ needs, the more the bank itself proceeds to a segmentation of the 
market and a differentiation of the production processes. 
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In conclusion, the first and the second trade-offs show the need of co- 
ordination for the SME’s offer system in order to reduce and reconcile, 
where possible, the spaces of incoherence in the overall process. This gen- 
erates, on one side, important spaces and opportunities of cooperation and 
the connection between expertise and different operators. On the other, 
significant risks of a differentiation between the entire SME’s needs and 
the ability of an organised offer by the financial system. The co-operative 
element requires a contractual and productive intervention that defines the 
organisational model, the boundaries and contents of the co-ordination of 
the expertise in order to guarantee a strong ability of control of the rela- 
tionships, together with a strong capacity of offering specialised services to 
the smaller sized companies. 

The system of existing relationships between the financial system’s op- 
erators, markets and instruments can also be observed with reference to the 
specific connection between market and operators, according to a comple- 
mentarity logic and a complete vision of the operators/instruments rela- 
tionship (see Table 1 .7). This approach allows to highlight the presence of 
productive specialisation, i.e. the operators’ ability to maintain the offer of 
services in oder for the companies to gain access to different market cir- 
cuits, and exchanging instruments, either debt or risk capital. In this case 
as well, although it is necessary to proceed to an appropriate and succes- 
sive comparison with country specific elements of the economic system 
examined, there emerge several basic structural characteristics: 

1 . the complete and exhaustive control, with reference to the model of ac- 
cess, the ability of offering adequate services and the market’s entire 
spectrum, is an asset mainly of the non banking financial intermediaries 
(closed-end funds, venture capitalists, merchant banks) due to their pro- 
ductive specialisation in equity interventions; 

2. the professional agencies perform, although differentiated case by case, 
a role of primary importance in the process of bringing the companies to 
the market: assistance, connections and networking, production of in- 
formation and consulting; 
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Table 1.6. The relationship between operators of the system for the development 
of the SME and the financial instruments: the specialisation space 

Operators of the system Instruments 

for the development of the Equity Mezza- Debt Consulting Guarantees 
SME nine 



Financial intermediaries 
Banks 

Credit intermediaries 
Other financial intermediar- 
ies 

Professional agencies 
Consultants 
Brokers 
Data Providers 

Mutual agencies 
Mutual Guarantee Consorti- 
ums 

Business Angels 
Foundations 




: Intense Specialisation - Core ; 
Performed^ 



1: Activity Not Performed 



:Limited Specialisation - Activity 



3. the mutual agencies assume a marginal role due, largely, to their pro- 
ductive specialisation orientated to consulting and guarantees. Notwith- 
standing, a significant role can be covered by the business angels, due to 
the closeness of their activity and mission to the process of bringing the 
companies to the market, with reference to the entire range of markets 
but, in particular, to the non regulatory ones; 



4. the banks cover a position of potential and general coimection with the 
market system, due to the effect of their relational ability with the com- 
panies and the access to the different market circuits. However, this po- 
tential position must be included in specific categories of the interven- 
tion that are produced by the individual banks’ strategic choices and by 
a more general orientation of the banking system, aimed at interacting 
with the stock markets, in terms of assistance to the company (large and 
SME). 

The “market” analysis of the operators’ activity in the financial system 
for SME completes and confirms the “instrument” diagnosis, highlighting 
and emphasising the managerial and process trade-offs previously under- 
lined. Therefore, the line of production, distribution and acquisition of the 
debt with non-market characteristics show a strong internal coherence. 






220 Stefano Caselli and Daniela Ventrone 



specifically against a productive specialisation of the banks and of the non 
banking credit intermediaries. In this case, the strong relational ability and 
low requirement of interaction with the market circuits, plus the diversifi- 
cation of the system in the direction of instruments other than bank debt, 
generate strong loosening between productive specialisation, relations’ 
management and market interaction. This causes an “institutional” effi- 
ciency and an effectiveness problem for the offer process at aggregated - 
and for the entire financial system - as much as at individual and single 
operator level. 

The first point of view, in fact, explains the impact of the overall quali- 
tative structure of the financial system on the allocation process of the fi- 
nancial resources with reference to SME. Vice versa, the second relates to 
the impact of the individual competitive strategy of the offer of the finan- 
cial services to the SME. In both cases, the critical element and the ques- 
tioning at the system’s policy level is represented by the identification of 
the productive structure, by single operator and as a whole, that allows the 
increase of the technical-operative as much as the allocate and functional 
efficiency in the system for the SME. 



Table 1.7. The relationship between operators of the system for the development 
of the SME and the financial markets: the specialisation space 



Primary Secondary and Third Captive 

Markets other markets markets markets 



Operators of the sys- 
tem for the develop- 
ment of the SME 
Financial intermedi- 
aries 

Banks | 

Credit intermediaries 
Other financial inter- 
mediaries 

Professional agencies 
Consultants 
Brokers 
Data Providers 
Mutual agencies 
Mutual Guarantee Con- 
sortiums 
Business Angels 
Foundations 






Intense Specialisation - Core ; 
onned; 



: Activity Not Performed 



: Limited Specialisation - Activity 
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1.4.2 The Value Drivers to Manage Specialization Towards SME 
and New Companies 

The focus on the relationship between the system’s structure and unitary 
intermediation costs and the ability of conforming to the SME’s needs 
states a more general problem of governing the relationship between fi- 
nancial system and smaller sized companies, as it is an essential element in 
the configuration of the overall efficiency in the transfer of resources. In 
particular, the elements that emerge from the relationship’s complete diag- 
nosis among operators, markets and instruments shows the presence of 
three essential elements for governing the customer relationship: 

1. governing the production specialisation; 

2. managing the relations with the clients; 

3. managing the relationship with the markets. 

The heterogeneous distribution of the aforesaid elements between the 
different operators and the relative control produced, generate specific 
costs under the organisation and productive profile, at individual as much 
as at aggregated level. At the individual level, for each operator it is possi- 
ble to observe that: 



Kf=K,+K^+K^ ( 1 . 1 ) 

where the complete cost for the offer of the financial services to the 
SME for operator “i” arises from the sum of: productive specialisation 
costs (Kp), that are a function of the area of products managed; the costs of 
managing the relations with the clientele (Kr); and the operating costs of 
accessing the market (Km)“. Vice versa, at the aggregated level, the com- 
plete cost of the process for the offer of the financial services arises from 
the sum of the costs of the offer process for the individual operators. This 
means that, within an interval of a pre-defined time period, the average 
unit cost of intermediation of the financial resources for the SME arises 
from the relationship: 



“ The model proposed has some simplifications: the possibility of being able to 
determine in an unequivocal manner, for each operator, the quantity of costs for 
specialised production, management of the relations and interaction with the mar- 
ket; the possibility of isolating and of correct attribution of all of the components 
of cost to each managerial area. 
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K 



unitary 



R 




( 1 . 2 ) 



where the numerator R represents the value of the financial resources 
acquired from the SME as debt and risk capital in the different possible 
contractual forms, and the denominator shows the sum of the costs for the 
operators within the financial system‘s. 

In analytical terms, the stylisation of the relationship between costs - per 
operator, aggregated and average unit - of the intermediated resources 
highlights a series of important elements of opinion: 

1 . there exists a strong and convincing similarity between structure of the 
financial system, characteristics of the operators present and overall cost 
of intermediation; 

2. the competitive strategies of the individual operators, as they determine 
a specific combination of the components governing the productive spe- 
cialisation and the management of the relations and interaction with the 
market, generate a cost that modifies at aggregated level the unitary cost 
of intermediation of the financial resources; 

3. each operator must find a structure which is coherent with the three 
components governing the customer relationship; 

4. the research of the coherence between the three components governing 
the customer relationship leads to internalisation choices of the produc- 
tive activity rather than extemalisation choices and thus contract bank- 
ing. The first, although directly influences the function of the overall 
cost with reference to the productive specialisation Kp , can generate 
cost savings effects due to economies of scale. The second, while gener- 
ating a certain cost determined by the contractual solutions adopted, can 
produce such "effects" as the reduction of the relational capacity with 
the customer; 

5. the heterogeneous distribution of maintaining the product-market com- 
bination increases the importance for each operator of the choices to be 



The numerator R of the relation shown is a flow indicator in that it makes refer- 
ence to the value of the financial resources acquired by the companies within an 
interval of pre-established time. For a summary of the criteria in determining the 
level of technical-operative efficiency of the system and of average unitary cost of 
the financial resources see: Fama 1991; Santomero and Babbel 1997; Tobin 1984. 
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made between the processes of agreement for external lines and inter- 
nalizing the production activity; 

6. the possibility of choice between external lines and internalization are 
not equal for all operators due to regulatory, supervision and operative 
constraints. This means that the selection process of the activities per- 
formed and of the contracts with other operators is restricted ex ante de- 
pending on the operator’s nature. 

In any case, the process of reading the cost structure governing the rela- 
tionship with the clientele and the development of the dynamic interaction 
among different operators of the financial system cannot be performed 
without a further evaluation on the efficiency of the offer process. More- 
over, the relation between the companies’ needs and the models used to 
satisfy them must also be considered. In other terms, the evaluation of the 
overall structure of the system under the policy profile, must be widened 
from the technical-operative efficiency perspective to the allocate and 
functional one. Optimal positions in terms of average unitary cost of the 
financial resources may not be compatible with a system that is not as 
strong in the resources allocation and adequate instruments positioning in 
relation to the clients’ needs. It follows that reading the individual opera- 
tors’ dynamic strategy and organisation under the internalisation and con- 
tract banking profile must be combined with the perception of the overall 
utility to the company. This passage must again be proposed at individual 
and aggregated level. In the first case, the cost K of operator “i” must be 
compared with the benefits produced to the clients; this means that the ex- 
pected utility of operator “i’s” offer for client “k” is equal to the relation- 
ship between the benefits received by the operator in the process of acquir- 
ing the financial instruments and the cost pro quota transferred to the 
client”. Considering equal to t the number of clients of operator “i”, it is 
possible to identify the following elementary relationship: 



U 



e 

K 



b: 






(1.3) 



” The model shows several simplified hypotheses: an even distribution of the 
costs on the customers; the full transfer of the costs to the customer. However, it 
should be noted that the first simplified hypothesis results partly reduced consider- 
ing the context under examination or rather the inquiry of the financial system for 
SME. This permits the reduction of the segmentation-differentiation process and 
the cross-subsidation to the system examined. 
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where the expected benefits represent a complete function whose inde- 
pendent variables are the value indicators capable of generating the percep- 
tion of the products quality and the relationship developed by the opera- 
tor’''. 

Vice versa, in the second case, the client’s expected utility in relation to 
the offer developed by the financial system as a whole is represented by 
the relationship between the benefits received from the financial system 
and the cost pro quota transferred to the client. In this specific case, if the 
denominator is made up by the sum of the costs transferred by each opera- 
tor to the client. The expected benefits cannot be determined with the same 
calculation model, due to the effect of a possible external matching be- 
tween financial services and products offered by different operators, so 
that the overall benefit perceived by the client is superior to the sum of the 
benefits perceived by the individual operators. 



See: Higher and Langeard 1991; Simon 1989. For a more general valuation of 
the relationship between indicators of value and perception of the benefit received 
see Norman 1984. 






2 Competitive Models of Corporate Banking and 
Venture Capital 
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2.1 The Evolution Process of the Strategies in the 
Corporate Banking Industry 

The evolution process involving the banks started with the birth of Euro 
market for financial activities. It also profoundly modified not only the 
ownership structure and its relative size but the production logic and the 
relationship with the demand system. The starting point, constituted by the 
combination of loans and deposits, underwent a profound evolution in the 
relationship with the market both for the families and for the companies 
and institutional operators. With reference to the first, the overlapping be- 
tween the “deposit” element and the “management of savings” requirement 
was progressively loosened and then broken in favour of a wider, and 
therefore more contested, structure of the product-market combination. 
This new structure comprises the entire system of financial, insurance and 
pension requirements of specific families of users, sub-divided in relation 
to the size of the asset and the quality of the requirements signalled. With 
reference to the second, the banks’ investment function as an exhaustive 
channel in satisfying the clientele has gradually changed its relative posi- 
tioning compared to the growing demand of support services by the com- 
panies - advisoring and financial consulting - and towards a general wid- 
ening in the range of financial products in order to satisfy the companies‘ 
requirements. Here, the growth in domestic and international stock markets 
and the greater mobility of the producers of specialised services has put in 
discussion the concession of loans as the only occasion for satisfying the 
companies’ needs, thus provoking a process of deep change within the 
banks. 



2.1.1 General Overview 

The corporate banking development was bom in the European banking 
system with reference to the pressure arising from the companies’ market 
in terms of widening and qualitative growth in the range of the offer and 
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available expertise. This is not so important for the large companies, 
whose ability to deal with the financial system is autonomous, equal and 
some times open to the international dimension, but especially for the large 
quantity of SME present in our economic system. 

Although the main stimuli and objectives are clear, there still does not 
exist today not only an unequivocal definition of corporate banking but es- 
pecially a basic application reference model. The situation seems much 
more complex if the offer is extended to the venture capital activity. The 
common factor to the different experiences is no doubt represented by the 
fact that corporate banking is defined as “a complex system of the offer of 
financial services and non, to a group of pre-defined customer companies”. 
But it is the definition itself that opens the debate on the implementation 
process of the corporate banking, which requires (ABI-Prometeia 2000): 

1 . an ex ante choice on the typology of services that must be produced and 
sold within “the offer system”, in order to ensure the satisfaction of the 
counterpart and the economic return for the bank; 

2. a definition of the integration model of the sales processes for the indi- 
vidual products, in order to ensure the “completeness” of the service; 

3 . a specification of the criteria that allow to identify the segment of corpo- 
rate customers. 

The first interrogative is not limited to a simple choice from a catalogue 
of products but a wider selection of the bank’s strategic positioning. The 
prevalent maintaining of credit products consents the bank to continue op- 
erating within the classical logic shared by the commercial banks. Vice 
versa, the widening of the products towards the corporate finance or finan- 
cial risk management areas requires a strategic choice in the direction of 
merchant and investment banking, resulting in a clear transformation of the 
bank’s business system (Kuhn 1990; Liaw 1999). The second interrogative 
entails defining the processes, structures and organisational roles that aim 
at increasing the satisfaction of the customer company and permits the 
bank to transmit the range of products available in a co-ordinated and prof- 
itable manner. The third issue requires the choice of existence criteria for 
groups of companies - the corporates - which must underline a different 
logic approach one from the other. This results in the bank declaring which 
companies represent its target market. In this direction, the simple size cri- 
terion, apart from not been unequivocally and easily determined (turnover, 
number of employees, overall activity, inclusion of participations, etc.), 
can be misleading due to the typology of territoiy and market served by the 
bank. Moreover, the concept of SME presents a significant quantitative ex- 
tension and a strong internal differentiation. 
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2.1.2 The Evolution Path of the Corporate Banking Models: a 
Four Steps Approach 

In relation to the aforesaid interrogatives, in the Euro banking system it to- 
day appears possible to identify a medium term development path in which 
the successive phases - partly taken and partly still to be undergone - are 
characterised by: a growing degree of the bank’s productive diversifica- 
tion; a stronger autonomy (formally and substantially) by the organisa- 
tional division that governs the market relationships with the corporate cli- 
entele (see Fig. 2.1). The two mentioned parameters therefore represent the 
essential criteria that allow a formalisation in logical categories, whose 
complexity is explained by a much higher and articulated number of rela- 
tionships, conditioning and organisational characteristics. However, indi- 
cating a development path does not force to an obligatory direction, not 
only in the formal sequence of the phases illustrated, but in particular in 
entrering the path itself This means that the choice of progressive growth 
and internal organisation of the bank’s corporate system may also result in 
the deliberate exit of the business division. This position is inherent in the 
concept of the general bank, where the possibility to operate in a diversi- 
fied manner in the different product-market combinations results in strate- 
gies of active and conscious selection rather than exit ones'. 

The first development phase characterises all the banks embarked on the 
divisional path by business area. Today, it is still common to the small and 
partly medium size ones that have given less attention over time to the re- 
lationships with the companies. This was usually due to a critical mass of 
contained resources, or because the banks attributed a low priority to the 
system of relations with the companies, as a direct consequence of explicit 
strategic choice in the medium term. In these cases, i.e. the phase of the 
“movement of opinion and of the growing organisational state” (Caselli 
2001), the corporate banking is described not so much as a phenomenon 
and production process but rather as a “psychological tension” of the struc- 
ture. Here, the management can also get to the formal creation of a corpo- 
rate banking division with the general objective of window dressing and of 
developing a greater proactive - or aggressive - attitude towards the me- 
dium-large sized companies by adopting equal production processes. It fol- 
lows that the credit function retains its organisational and product central- 
ity, and the sales co-ordination tends to be managed by the commercial 
ability of the available resources. 



' See Schwizer 1996; Mottura 1994; Forestieri 1993. 
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The second phase enriches the previous one as the “growing state” 
originates a tangible organisational response due to the awareness of the 
need for a significant commercial drive for the products available. Hence, 
the “commercial tension” phase combines identifying a group of target 
customers and formalising an ad hoc organisational structure - the corpo- 
rate division - that co-ordinates the commercial efforts with the objective 
of maximising the business volume. In this case, if the organisational re- 
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sponse gives rise to a legitimate and proper existence, in the medium term 
the basic assumptions on which this response was founded appear weak. 
This can be analysed with reference to two distinct aspects. 

First of all, the logic of the general approach is incremental and not dis- 
continuous compared to the market policy of the credit department, in 
terms of expertise, structural organisation and operating choices. As a mat- 
ter of fact, the resources largely, and often entirely, derive from the credit 
department itself, according to a process of transformation of the profes- 
sional objectives and enrichment of the positions through an education 
service prevalently related to the commercial and sales activities. The or- 
ganisational positioning in the corporate division is however ambiguous, 
because if addressing a wide segment of companies legitimates its proac- 
tive value towards the market, the limited definition of the co-ordination 
logic with the functional structures may not only generate problems in the 
organisation functioning but also deprive it of market eredibility. Hence, 
the case of banks in which the responsibility of the customer companies is 
attributed to the corporate roles but the decision making powers remain 
within the credit department, appears significant. Moreover, the problem 
of the operating choices must also be considered, as the process of annual 
budgeting and the objectives establisment privilege the lending volume 
compared to other product areas, thus precluding the growth stimulus in 
the eontact and relationships roles of a real sensibility in analysing and 
completely satisfying the companies’ needs. 

Second, the diversification process is partial and episodic as the sale of 
credit products remains preponderant compared to the other products of- 
fered, often considered as experimental or exploratory by the bank. Typi- 
cal of this situation is the choice of numerous banks to create in staff in the 
corporate division, or within the commercial area as a whole, a “corporate 
finance departmenf ’ or a “merchant & investment banking division”. The 
common traits to these organisational solutions are, generally, the limited 
number of resources involved, the experimental character of the initiatives 
and the unclear specification of the relationship with the other bank’s or- 
ganisational structures. It follows that, even in the presence of a clear 
commitment by the bank’s top management, it is difficult for the aforesaid 
structures to succeed in creating a substantial space for intervention in a 
significant number of companies and in terms of visibility and reputation 
towards the market. 

The third phase introduces in the evolution process of the corporate di- 
vision the system of values matured in the context of the overall credit risk 
management planning. This does not necessarily constitute in itself an evo- 
lution third step compared to the previous, as even the presence of a grow- 
ing state can be coherent with the maturation of a complete system of 
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credit risk management. However, the empirical experience that emerges 
from the Italian banks illustrates that, especially due to temporal order and 
organisational and cultural maturation motivations, the integration between 
the corporate and credit risk management functions occurs after the or- 
ganisation of a functioning corporate division (Cairns et al. 2002). 

The merge between the system of commercial values in the corporate 
division and financial ones in the credit risk management generates impor- 
tant production consequences for the bank. This can be observed with ref- 
erence to the strengthening of the ability to control the lending activity, 
and especially to the growth in the potential capacity of originating those 
operations that are not necessarily lending, due to a more precise and inci- 
sive evaluation of the company risk. However, the stable and medium term 
valorisation of the aforesaid strong points relates to the presence of two 
factors of success. The first inevitably refers to the degree of effective di- 
versification achieved in the bank’s offer, so that its origination potential is 
transformed into a substantial and continuous deal flow. The eventual low 
ability of satisfying the requests originating from the credit risk evaluation 
activity precludes not only the business development but may generate 
dangerous side effects, such that the scarse company’s satisfaction also af- 
fects the lending activity. Second, the refinement of the ability to evaluate 
the credit risk must be coherent with the utilisation, in the customer rela- 
tionship, of the aforesaid judgement, and with the degree of acceptance 
within the bank’s organisation structure. Therefore, only in the production 
logic of an internal rating, founded on the development of a bottom up 
schema compared to the centralising the external rating, there exists a sig- 
nificant and responsible notching, which makes the creation of a commit- 
ment between corporate roles and companies possible. Vice versa, the re- 
course to prevalently top down schemes generates dangerous opportunities 
for a conflict at the commercial negotiating level and reduces, with all 
probability, the degree of commitment of the corporate roles to the organ- 
isational structure. This second choice can be compatible with the general 
bank’s orientation towards addressing a low priority to the entire corporate 
area, to the advantage of other market sectors. 

The fourth phase finally constitutes the target of the corporate division 
evolution path, as the divisionalisation of the corporate system within the 
context of the bank’s production structure is completed both in strategic 
and operative terms. First, the corporate division - or Business Unit - is 
described as the centre of the autonomous and recognised management in 
the relations with a segment of customer companies, considered as a prior- 
ity for the bank. This results in a precise choice with reference to the 
weakness points in the previous phases and a consequential modification 
“for discontinuation” of the organisational structure, the roles involved and 
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the management models. In support of this, the explicit declaration to enter 
in the market of relationships with the SME as a priority production centre 
in the bank’s performance. Hence, this phase is the final point only for 
those banks whose top management considers the business corporate divi- 
sion critical for the overall performance. 

Analytically, it is possible to observe that those banks oriented towards 
reaching the aforesaid phase, build their corporate banking activity in rela- 
tion to four management themes, or development vehicles. These represent 
the most effective key to reading and interpretating the changes and evolu- 
tion in course in the system of relations between bank and company 
(Geisst 1995). In other terms, they are the planning elements that should 
drive the investment activity of reorganisation and substantial intervention 
in defining the offer operating mechanisms. These four themes are: 

1 . the organisational and strategic structure of the corporate banking divi- 
sion; 

2. the organisational roles and the expertise involved; 

3 . the credit risk management and company valuation models in a broad 

sense; 

4. the market positioning. 

The organisational structure represents the cornerstone of the macro 
choices related to placing the corporate banking within the bank, and the 
models of interaction between the offer (which products lines?) and de- 
mand (which segment of customers?) system. The roles and expertise 
theme defines the intensity and effectiveness with which the process of 
understanding and satisfying the needs must be developed, resulting from 
the co-ordination in the products sales. The credit risk management and 
company valuation models represent the base of knowing a company, and 
therefore the activating factor of any other relationship process with the 
company. Finally, the market positioning theme is the assessment and 
validation of the previous steps as it defines, with reference to both the 
choices of the medium term period and operating strategies for managing 
the client relationships, profitable results coherent with its production 
structure. It follows that the quality of the company’s credit diagnosis af- 
fects not only the quality of the financial services but also of the perform- 
ance obtained by the bank from the company. 
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2.2 The Design of the Corporate Banking Structure 

The development path of the Euro banking system towards a relationship 
with the companies organised and managed on the basis of a corporate 
banking oriented approach appears today strongly lacking internal homo- 
geneity, Moreover, it is still largely based on the credit component. How- 
ever, from the second part of the ‘90, we assisted to a significan grow in 
the interest and concrete implementation of the offer processes and of or- 
ganisational solutions in order to widen the portfolio of the financial ser- 
vices proposed to the companies. Most of the interest in the corporate 
banking division was developed within the banking system and much less 
at the level of specialised and dedicated operators. This is due to the fact 
that the orientation towards the banks, typical of the continental financial 
system, combined with the presence of a universal model and of the mar- 
ginal role covered by specialised intermediaries, in contrast with the An- 
glo-Saxon experience, places the banks in the exclusive position for 
developing the Italian corporate banking for the SME^ 

2.2.1 Organisational Pattern 

The theme of defining the organisational structure represents, as has been 
previously analysed, the first development vehicle of the corporate bank- 
ing for all the banks that embark on an effective planning of the production 
processes and of the customer relations based on the presence of a Busi- 
ness Corporate Unit. The emerging tendencies highlight, as a fundamental 
solution to the organisation of solid relationships, and also valid in the in- 
dustrial system, the implementation of a process of divisionalisation of the 
organisational structure. This results in the preliminary distinction of the 
segments of clients served and the consequential sub-division of the organ- 
isational structure in order to define productive and managerial solutions in 
line with the needs expressed. It follows that the presence of at least three 
macro areas of customers, i.e. private, retail - either private or companies - 
and companies, allows the bank to build three different business divisions 
in order to maintain each market’s effectiveness. In general, they are called 
Corporate, Retail and Private division. This process belongs to the logic of 
strategic planning that starts from the “geographic area, typology of client, 
product range” scheme, as its discriminating element for organising the 
market strategies is the “typology of client” parameter. It represents there- 
fore one of the possible choices for the European banks that, operating as 



^ Saunders and Walter 1994; Walter 1988; Cesarini 1994. 
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de-specialised intermediaries, and however focused on the entire market of 
privates and companies, must necessarily distinguish and organise the re- 
tail from the corporate oriented production processes. If, in fact, a mixture 
of them is maintained, it becomes difficult for the bank to obtain the 
minimum objectives of proper functioning of the production structure, i.e. 
the exploitation of productive capacities, the production of economies of 
scale, the control of the resources employed. Quite similar is the path un- 
dertaken by the German and French banks that, with the same starting fun- 
damental characteristics of the Italian financial system, develop an intense 
process of divisionalisation by clients segment, on which is engaged a 
greater focalisation of the offer of the corporate banking services. 

The realisation of a Business Corporate Division is the best operating 
solution coherent with the development of an offer oriented towards a 
partnership and problem solving logic of the companies’ financial needs. 
Hence, the more the bank is able to propose itself as a reference point for 
assisting and supporting the corporates’ financial choices, the greater will 
be its image, perception and effective positioning as a “relationship” and 
“home bank”. The aforesaid competitive model is based on four main as- 
pects, that must necessarily happen simultaneously and in a structural way : 

1. the repeated matching and satisfaction between the company’s system 
of the needs and the bank’s system of services offered; 

2. the high degree of co-ordination of the services offered, due to the pres- 
ence of dedicated organisational structures; 

3 . the high degree of continuity of the exchange process between bank and 
company over time; 

4. reciprocal, although not formalised, commitment to consolidating the re- 
lationship in the medium term as the added value element. 

In relation to them, it is in fact possible to identify different approaches: 
the traditional commercial bank model, strongly transaction oriented; and 
the home bank corporate oriented one, centred on the competitive impor- 
tance of the relationships, i.e. the ability of assisting the companies. In the 
first case, the limited broadness in the range of services offered depends on 
the ex ante small degree of co-ordination between the offer and the ex- 
changes continuance. Vice versa, in the second one the high diversification 
of the bank’s portfolio services is due to the strong operative correlation 
and high degree of offer co-ordination and continuance\ 



^ See Canals 1997; Walter 1997. 
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The bank’s affirmation of a partner model requires its simultaneous 
satistaction of the four aspects mentioned, as eventual unbalanced devel- 
opment paths have a negative impact on the efficiency and effectiveness of 
its competitive positioning. For example, solutions characterised by a 
strong diversification of the bank’s product portfolio and a low level of co- 
ordination do not increase the added value of the customer relationship, 
thus limiting the possibility to provide a fully personalised service. More- 
over, a low level of continuance of the exchange process, associated with a 
high diversification of the products and a significant degree of co- 
ordination of the offer, reduces the opportunities for the bank to intervene 
in the transformation phases of the company’s business life, thus compro- 
mising in the medium term the stability and profitability of the customer 
relationship. 

Realising a complete company approach, in terms of developing simul- 
taneously a matching with the company’s needs, the offer co-ordination, 
exchange continuance and medium term commitment to the relationship, 
must however be supported by the control of significantly different man- 
agement expertise and technologies. 

With reference to matching the company’s needs, the wider the range of 
the bank’s offer requires the availability of managerial and sophisticated 
teehnical-productive competencies, that are completely different from the 
traditional credit intermediaries’ ones. Hence, the offer of products con- 
taining consulting, special financing or capital market services can be de- 
veloped only in conjunction with the use of specialised resources, that at 
the same time possess a high knowledge of the particular product, and al- 
low the offer to be in line with the client’s needs. However, the widening 
offer range does not necessarily produce a symmetrical increase of the 
production capacity: the specialised products can in fact be realised in spe- 
cific product companies and afterwards be distributed by the bank, that 
controls the sales process to the customer. 

With relation to the co-ordination of the offer, the possibility to inter- 
vene in the market in terms of providing systems of services that are not 
overlapping among themselves and which are in line with the company’s 
requirements is undoubtedly important. However, this must correspond to 
an intense development of the interface and management resources of the 
customer portfolio and an effective planning of the information systems in 
order to follow the continuous evolution of the companies’ needs. The co- 
ordination of the offer is also directly correlated to the continuance of the 
exchanges over time, i.e. the bank’s ability to satisfy the quantitative 
growth of the needs, without an evident discontinuity in the entire financial 
flows circuit generated by the company’s real activity. This is strictly re- 
lated to the availability of timely and flexible instruments of intervention 





2 Competitive Models of Corporate Banking and Venture Capital 235 



and the capacity of the contact and management roles to strengthen their 
participation within the company. 

Finally, with reference to consolidating the relations in the medium 
term, the prospective of giving rise to continuous dealings, rich of com- 
mercial opportunities, is founded on the counterparts’ loyalty. This ele- 
ment has separated and characterised for long periods of time the concept 
of “relationships” orientation as conceptually opposed to the “transactions” 
one, typical of the traditional commercial banks. However, in reality the 
aforesaid opposition is less applicable to the concrete banking activity as 
the relationship content of the deals and the consolidation tension of the re- 
lations must refer to all clients’ segments, as the minimum condition of ex- 
istence in the market. The differentiation between segments refers to three 
different parameters that specifically characterise and distinguish the cor- 
porate from the retail division approach: 

1 . humanistic requisites; 

2. professional requisites; 

3 . contractual requisites. 

The first elements in the value creation process refer to the human pro- 
file, the standing and availability of the resources involved in managing 
the relations. This means that the corporate division’s contact roles must 
be covered by people who are oustanding not only for their strong attitude 
towards communication and the construction of a trusting environment, 
but must also possess the indispensable qualities for realising complex ne- 
gotiations, e.g. discretion, confidentiality, assertiveness, timeliness in the 
search of solutions and the ability to place the customer’s needs at the cen- 
tre of the production process. It follows that the bank’s recruitment process 
must stress these parameters employ the best and identifying the resources 
with the highest potential. 

The professional requisites underline the market expertise element of 
the corporate resources. This factor is frequently mistaken with the not 
well defined “consulting orientation”, that should characterise the attitude 
of the bank’s relations towards its corporate clients. The vagueness of this 
statement must indeed be solved with a specific analysis of the profes- 
sional content of the contact roles in relation to the customer. This must be 
connected to the entire corporate production process, as maximum coher- 
ence must be sought between the typologies of diagnosis of the client’s 
manager and the available solutions in relation to the bank’s offer system. 
The gap between the capacity of diagnosis and the offer possibilities 
causes not only frustration but also undermines the bank’s credibility. Vice 
versa, when the bank’s possible solutions are more than the ability of diag- 
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nosis the client manager’s position is undermined as it does not allow the 
full exploitation of the bank’s available production capacity. This may be 
largely penalising in the start up phase of new product industries and when 
developing product areas as it slows down or precludes the possibility to 
achieve the break even point in a sufficient time period. 

Finally, the contractual requisites refer to the product typology proposed 
by the bank as the contractual specificity of different financial services 
significantly affects the possibility of increasing the exchange commit- 
ment, loyalty and continuance. This can be verified under two different as- 
pects. First, the inner characteristics of each product affect in different 
ways the degree of interaction and interdependence between bank and cus- 
tomer company in the medium term: the participatory intervention, me- 
dium and long term credit for big ticket operations and global insurance 
risk management services are complex - as the bank’s professionalism is 
verified - but also binding contracts over time due to the nature of the 
rights incorporated and the importance of the financial services within the 
company’s management system. Second, if the products share equal con- 
tractual specificity, the characteristics of the collateral and packaging pro- 
posed by the bank distinguishes its attitude towards the development of a 
trusting environment. Here, decisive indicators are the indiscriminate or 
calibrate use of guarantees, the style of imposition of covenants, the trans- 
parency of the services pricing and the rigidity in the contractual condi- 
tions proposed. 

2.2.2 Positioning and Functioning 

The realisation of a distinct corporate banking division within the bank re- 
sponds to the challenge examined under three different profiles as the divi- 
sion: 

1 . represents the core resources managing the entire company relationship 
according to a unitary and global approach; 

2. constitutes the company’s clear reference point for formulating its com- 
plete range of financial needs; 

3 . has the necessary authority and organisational expertise in order to for- 
malize specialised products - internal and external to the division - able 
of satisfying the customer’s needs. 

In summary, the corporate banking division performs those functions: 
external interface for the bank, as it is able to manage the complete com- 
mercial, information and personal relations with the company, proposing 
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coherent solutions to its entire potential “financial problems”; internal in- 
terface within the bank, because it is able to acquire and co-ordinate the 
necessary expertise and products (see Fig 2.2). Figure 2.2 shows the direc- 
tion and the intensity of the banking production process: it starts with the 
diagnosis of the company’s needs in the corporate area, follows with the 
shopping phase developed within the bank to the corporate division, and 
then ends with an assembly of the products and expertise, in order to final- 
ise the proposal and implementation of the appropriate solutions. 
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Fig. 2.2. The positioning and the functioning of the corporate banking division 
within the system of providing services of the bank 



During the implementation phase, the corporate banking division model 
can assume different organisational schemes due to the overall bank’s or- 
ganisation-company structure and the management’s decisions. In particu- 
lar, the banks following the universal bank and centralisation model 
within their production functions tend to develop the corporate banking di- 
vision as an internal business unit. Examples are Unicredito Italiano, San 
Paolo IMI, Credit Agricole, BNP Paribas, Deutsche Bank or Dresdner 
Bank, who develop their activity through a customer segmentation process 
and corresponding internal divisionalisation by business area. Vice versa. 
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the banks oriented towards a group structure and whose production func- 
tions are externally arranged tend to develop theit corporate banking divi- 
sion as a centre of services - a link which is “external” to the bank but “in- 
ternal” to the group. Significant are the cases of Banca Intesa BCI, MSBC 
and Santander, where the presence of production centres for group compa- 
nies requires a “company centre”, able to co-ordinate a corporate oriented 
offer system. 



2.3 Corporate Banking Organisational Roles and 
Expertise 

2.3.1 The Profile of the Corporate Division 

The realisation of the corporate banking business division within the bank 
requires the identification of critical fundamental passages in order to start 
the operating activity, according to the indications and objectives previ- 
ously stated. It follows that the second development vehicle of the corpo- 
rate banking is the definition of the organisational roles and expertise in 
play. The phases that must be developed in the business division, as sug- 
gested by the Italian banking system, are: 

1 . identifying the human resources and defining the organisational struc- 
ture of the; 

2. defining the market positioning; 

3. selecting its objectives and verifying their achievement. 

The corporate banking division is the bank’s organisational solution for 
offering the whole range of traditional and corporate finance services to 
the customer companies, according to the basic culture of assistance and 
partnership. The first significant step in building the division is identifying 
those criteria in order to distinguish its profile within the whole the bank’s 
organisational structure - and thus also the retail’s and, whenever present, 
large corporate and institutions division’s one. In particular, the indispen- 
sable factors for creating and maintaining the corporate division are as fol- 
low (Rappaport 1997): 

1 . the division operates within a clearly defined market under the geo- 
graphic scale or typology of company profile; 

2. the division operates exclusively in the chosen market and thus does not 
represent a “supplier” within the bank but rather its external “competi- 
tor”; 
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3. the division is a distinct, separate and clearly identifiable unit within the 
bank. It must be possible to define a strategy, market policies and inde- 
pendent management of the material and immaterial resources. These, in 
general, must not depend on the existence of other centres or units 
within the bank; 

4. the management of the division has the full control on most the aspects 
that affect its success, including marketing, production and management 
of the resources. 

It derives that the optimal and necessary placing for the business divi- 
sion within the bank’s organisational structure is that of direct dependence 
from the general management. This appears to be necessary in order to le- 
gitimate its structure, guarantee an autonomous strategy and management 
control, identify an appropriate offer system together with the customer 
company, that is reliable and considerably differentiated from the other 
available channels, e.g. the single subsidiary. Vice versa, the bank’s choice 
to position its corporate division under the control of the commercial man- 
agement weakens its functions as the credit risk management probably re- 
mains a domain of the credit department. 

The preliminary identification of the necessary organisational roles 
within the corporate division may start from an evaluation of the unit’s 
production cycle in offering a service. The diagnosis of the company’s 
needs and of the management of the services offered requires the presence 
of an organisational role in the customer management as a linkage between 
demand and offer, thus guaranteeing the maintenance and effectiveness of 
the exchange. The activity of organising and internally assembling special- 
ised products with differentiated expertise requires a coaching role that, 
given the objectives of satisfying the client’s needs, knows how to manage 
and co-ordinate the division’s production activity. The activity of provid- 
ing corporate banking financial services finally requires specialised prod- 
ucts, placed internally within the division or externally in specific com- 
pany-products, that characterise their intervention in relation to the know 
how matured in managing specific financial risk management, asset man- 
agement or corporate finance environments. 

2.3.2 The Microstructure of the Corporate Division: the 
Organisational Roles and Expertise 

The valuation of the organisational tasks in relation to the production proc- 
ess of the corporate banking business division allows to highlight three 
important roles (see Table 2.1): 





240 Stefano Caselli 



1. the client manager (or corporate banker or company manager), i.e. the 

relationship and customer manager; 

2. the category manager, representing the specialistic product; 

3. the professional, i.e. the consultant-professional in the environment of 

cross expertise. 

The client manager is the key organisational role in carrying out the cus- 
tomer relation, coach and internal shopper functions, i.e. the manager of 
the assembly process of products and expertise, in order to guarantee the 
satisfaction of the customer’s needs. He therefore covers a critical interface 
and connection position between the bank’s production process and the 
company’s financial function, assuming the responsibility and governing 
the performance of the entire relationship''. Therefore, interpreting the cli- 
ent manager’s organisational role requires an expertise in managing rela- 
tions, organising resources and analysing the company’s needs. The client 
manager’s expertise must be structured, although with different intensity, 
with reference to: the “industrial” knowledge of the company, for a correct 
evaluation of its credit risk; the knowledge and diagnosis ability of the 
company’s financial needs; the knowledge of the corporate banking finan- 
cial products; the ability of activating specialised interventions from the 
category manager and the professional; the ability of managing relations. 

The bank’s “industrial” knowledge refers to the ability if analysing the 
company’s competitive position and evolution. This means developing 
analytical skills in the company’s sector, market strategy and economic 
and financial structure in order to be able to appraise correctly its credit 
merits and competitive positioning. The aforesaid knowledge should there- 
fore be “sound”, as it is the necessary information ground for understand- 
ing the company globally, but not specialised, as the client manager must 
not get, for example, to a final evaluation of the company’s worth. As a 
matter of fact, specialised expertise on company valuation must be per- 
formed by category managers or professionals. 



'• On the client manager’s role and functions see: De Laurentis 1997; Caselli 2000. 
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Table 2.1. The tasks and the managerial objectives of the organisational roles of 
the corporate banking division 

The organisational roles The tasks and the managerial objectives 



HEAD OF THE 

CORPORATE 

DIVISION 



CLIENT MANAGER 



• Defining the strategies and directing the business 
division activities 

• Managing the marketing strategy of the Business 
division or rather the product, price, distribution 
and communication policy 

• Co-ordinating the client manager’s activity and 
assigning the portfolios of customer companies 

• Link between the business division’s and the en- 
tire bank’s activity 

• Link between business division and general man- 
agement 

• Supervisioning category manager’s and profes- 
sional’s activity 

• Managing the portfolio of companies assigned by 
the bank and no longer governed by traditional 
roles in the subsidiary or credit analysis 

• Pricing the service based on the guide lines and 
autonomy fixed by the director of the Business 
division 

• Exclusive governing of the entire relationship 
with the single customer company over time 

• Developing the diagnosis activity of the cus- 
tomer’s needs and of the complete credit risk in 
the relationship 

• Activating the category managers’ and profes- 
sionals’ action based on the individual customers’ 
needs 

• Managing and co-ordinating category managers’ 
and professionals’ action with the customer 

• Relations with the head of the Business division 
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Table 2.2. (cont.) 

The organisational r oles The tasks and the manageri al obj e ctive s 

Maintaining the technical expertise of the 
products attributed 

Relations and support to the client man- 
ager’s activity with reference to his specific 
expertise 

Intervening with customers based on the 
client managers indications 
Provisioning and managing the service or 
financial product requested by the client 
manager 

Provisioning and managing the service or 
financial product towards the bank’s entire 
organisational structure 
Intervening with customers based on the 
client manager’s indications 
Provisioning the specialised cross expertise 
for realising the financial product requested 
by the client manager 

The knowledge and diagnosis ability of the needs is related to the client 
manager’s know how, developed by area of the company’s “financing 
problems”. However, the needs extend in different graduations: from a 
purely financial to a more industrial context, such as the assistance for in- 
ternationalisation; from a structural to a business character, e.g. the Euro 
needs, produced by the introduction of the new currency and extinguishing 
in the medium term. Vice versa, the knowledge of the financial products is 
the natural completion of the grid of financial needs as it allows the client 
manager to match solutions to problems. Therefore, the appropriate prod- 
uct knowledge requires the ability to combine the contractual aspects with 
the economic, fiscal and financial ones. This is why the profile of a client 
manager’s expertise must not follow the product specialisation strategy but 
a “downstream” perspective, in order to maintain the general analysis and 
management ability. Hence, the recourse to specialist interventions is a 
natural step when correctly organising the expertise in the evaluation of the 
company’s needs and financial products, as only a sound and systematic 
connection between problems and solutions allows the client manager to 
conceive the appropriate solutions. Moreover, the client manager’s ability 
to “manage the work team” and to conduct and guide effectively the inter- 
vention of the resources of specialised product expertise is very important. 
From the client’s point of view, the client manager mus present the spe- 



CATEGORY 

MANAGER 



PROFESSIONAL 
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cialist intervention not as a single transaction but as part of the whole rela- 
tion with the bank. 

Finally, the relationship ability with the client is a natural summary of 
the expertise mentioned, plus the specific and distinct skill to communicate 
or rather manage effectively the communication with the company. This is 
necessary whereas the client manager must have a “strong hold” on the 
client, functional to the correct credit risk valuation and fundamental for 
originating and developing the Corporate finance operations. 

On the other side, the category manager is the organisational role presid- 
ing the technical expertise and product management. He therefore partici- 
pates in formulating the client’s solutions, interacts with the client manager 
and the client - if the kind of products need it, but does not manage the cli- 
ent relationship. This role may be internal to the bank or, where sufficient 
expertise are not present, external, positioned within group companies or a 
network belonging to specific companies-products. In this latter case, the 
category manager covers the gap in expertise that the bank is not able to 
insource. It follows that, independently of any organisational positioning, 
the number of category managers depends on the product industries the 
bank uses for organising the offer process. Running the corporate finance, 
asset management or financial risk management areas results in identifying 
the category managers or teams of category managers focused on manag- 
ing single product industries. 

The professional brings transversal expertise for realising the corporate 
products. In particular, he is specialised in legal and fiscal advisory and 
consulting, and his intervention is activated by the client manager in rela- 
tion to the client’s needs. Therefore, he brings only his consulting and pro- 
fessional expertise and, as for the category manager, may also have an ex- 
ternal position to the bank. The creation of a further organisational 
category after the category manager one seems to be necessary due to the 
nature of the service offered, as the consulting activity is seen as the con- 
nection between the specificities of the financial products and the strength- 
ening relationship and commitment between bank and client. 

The marked differentiation of the roles and the requirement to distin- 
guish among the operating profiles in terms of expertise, attributes particu- 
lar significance to the process of recruiting and educating the human re- 
sources (Fabrizi 1998). This is not so much critical for the category 
manager and professional, where the direct belonging to a technical prod- 
uct or consulting area clearly determines the necessary professional pro- 
file, but for the client manager, who combines specific relations, products 
and origination characteristics. In this latter case, the selection criterion 
must be based, in the start up phase of the division, on researching re- 
sources showing a high know how of company valuation and significant 
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relational and commercial abilities. As a matter of fact, it is the client man- 
ager who permits the realisation of the whole process within the corporate 
division: the diagnosis of the company’s needs produces the organisation 
of the financial services and operating solutions. Therefore, he must re- 
spond as much as possible to the following requisites: 

1 . significant experience matured within a bank, i.e. for a sufficient period 
of time; 

2. perspective of sufficient permanence within the bank; 

3. highly accordance with the project; 

4. prestige within the bank and by the management; 

5. prior “field” experience in the credit department, especially in the man- 
agement of loans and companies’ relations; 

6. high expertise in the company valuation and management of the financ- 
ing process. 

These requisites highlight those human resources with a significant ex- 
perience at the management or operational level, with particular reference 
to customer companies, a skilled knowledge of the entire management 
process of the bank’s credit, and an understanding of the companies’ terri- 
tory, needs and characteristics. However, the selection process of the re- 
sources, once the corporate division is in place, must be based on the em- 
ployment of young people with high growth potential who, working 
together with the client manager, gradually acquire the relevant expertise 
for managing client relations. 

The number of client managers must be determined in relation to the to- 
tal number of target companies of the corporate division. As a matter of 
fact, each portfolio must take into account: 

1 . an appropriate number of visiting days and contacts with each company; 

2. the maintenance of the “proximity” and strong ability to intervene in the 
company; 

3. a sufficient number of days for managing the division’s back office; 

4. the management of the team of category managers and professionals for 
reaching the best solutions to the company’s needs. 

This means that the approximate number of companies per client man- 
ager can be fixed at around 70-90 units, depending on the geographic area 
concerned. Many European banks in the last years have shown scarce 
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commercial effectiveness, in terms of problem solving issues, where the 
client manager portfolio comprehended more than 100 units. 

2.3.3 The Plain of Activities 

The presence of different organisational roles and figures within the busi- 
ness division provides a strong internal coherence and a high competitive 
effectiveness to the structure, so that: a portfolio of customer companies is 
assigned to the client manager; the presence of category managers, internal 
or external to the bank, guarantees the maintenance of the necessary prod- 
uct expertise in order to satisfy the clients’ needs; the possible recourse to 
the professionals allows to complete the set of technical expertise for real- 
ising the corporate services. Therefore, the corporate division acquires a 
unitary direction under the guide of the head of the client managers, who 
defines the market strategy and management policies and responds of its 
decisions directly to the general management,. 

The actions of the corporate division in the market must tend to the re- 
alisation of the base strategic objectives, i.e. affirming the bank as the ref- 
erence partner for the solutions of the target company’s financial needs. 
The development of a partnership model with the companies is a medium- 
long term objective, that permits the bank to modify the the production 
process of its economic result. This is verified where the client relationship 
based on a corporate relationship logic produces for the bank: 

1 . the expansion of the intermediary margin, as the range of services of- 
fered is widened beyond the boundaries of the traditional lending to- 
wards fee based products. Moreover, the bank’s function goes from a 
simple provider of financial resources to the manager of financial prod- 
ucts; 

2. the consolidation of the interest margin, as the corporate lending activity 
for the company is entirely performed by the bank; 

3. the stabilisation of the operating result, as the closer proximity to the 
company and more intense intervention ability allows to forewarn and 
manage pathology situations and possible crisis well in advance. 
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STRENGTHENING OF THE 
CUSTOMER RETENTION 



COMPLETE 

DEVELOPMENT OF THE 
CORPORATE AND 
INVESTMENT BANKING 
SERVICES 



INCREASE IN THE 
BUSINESS DIVISIONS’ 
VOLUME AND MARGIN 



LONG TERM 
DEVELOPMENT OF THE 
DISTINCTIVE CORPORATE 
RELATIONSHIP ABILITY 



REDUCTION OF THE 
FINANCIAL AND CREDIT 
RISKS 



Fig. 2.3. The structural objectives of the Corporate Banking division within the 
bank 

Therefore, the creation of the business division is justified and sustain- 
able only if its actions in the market produce an important impact on the 
quality of the bank’s income statement, i.e. if it produces incremental 
value compared to the traditional management organisational structures of 
the companies’ relations. Hence, the basic objective must be realised 
through pursuing short-medium term strategic and operational targets, that 
allow to orientate and verify the effectiveness of the business division’s ac- 
tions over time. In particular, the aforesaid objectives are as follow (see 
Fig. 2.4): 

1 . complete strengthening of the customer retention; 

2. development of product industries for the SME (traditional and innova- 
tive lending, corporate finance, asset management, etc...); 

3. growth in the volumes and margins of the different business divisions 
served; 

4. reduction of the assets’s risk through the control of anomalous receiv- 
ables, delays in payment and losses. 

The objectives’ evaluation identifies the economic significance and 
competitive importance of the customer relationship. The development of 
the relations activity means involving the company in the exchange proc- 
ess, thus limiting the possibility of exit. Therefore, it allows to carry out a 
fundamental activity in maintaining the existing customers, because they 
are considered as a valid and strategic resource for the bank’s success. It 
must also be directed towards developing product areas which are not the 
bank’s domain, thus searching new profit sources. This is verified if the 
bank’s offer is a problem solver, able to activate appropriate financial solu- 
tions to the customer’s needs, independent of its internal production abil- 
ity. Finally, the involvement between bank and company in the client rela- 





2 Competitive Models of Corporate Banking and Venture Capital 247 



tions context permits the bank to increase the quantity and quality of in- 
formation available on the counterpart. This is the fundamental starting 
point for improving the know how in terms of credit evaluation and thus 
complete efficiency in the corporate banking management activity. 



2.4 The Market Positioning of the Corporate Banking 
Division 

2.4.1 The Importance of the Bank’s Size Profile 

The choice of the corporate division positioning requires a complete 
evaluation with reference to analysing the market structure and verifying 
the available expertise for the strategies’ implementation. This means pro- 
ceeding to a study of the competitive environment for each product- 
market combination, typical of the segmentation process. Moreover, it is 
important to focus on the critical organisational factors, resources and pro- 
cedures for the success of the target product-market combination for the 
offer policies. It follows that the evaluation process of the alternative 
strategies must lead the bank to a high level of internal coherence - in 
terms of the relations linking the environment to the business strategy and 
organisational structure - and of competitive effectiveness, i.e. the ability 
to produce a good market performance and maintain the competitive ad- 
vantage obtained with reference to the competitors. 

The valuation of the alternative strategies and successive portfolio com- 
position of the strategic business areas for achieving the best positioning of 
the bank’s offer depends on two parameters: the typology of clients served 
and the financial services offered^ Therefore, the process of market seg- 
mentation is significantly affected by the bank’s size and market. This is 
due to the fact that depending on the type of operations, not only the 
boundaries and content of the large corporate & institutions, corporate, re- 
tail and small business divisions are different, but also the relative advan- 
tage of maintaining the divisions themselves and the underlying economic 
mix for achieving the expected performance. 

The analysis of the main international experiences in the financial ser- 
vices sector identifies different organisational models in the portfolio of 
client companies’ segments, and thus several choices for the bank’s posi- 
tioning (Forestieri 2000). Although it appears difficult to categorize the 
behaviour of the financial intermediaries, given the variety of economic 



5 This recalls the model “Client - Arena - Product (CAP) Matrix” developed by 
Walter 1988. 
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environments, institutional structures and characteristics of the demand, it 
is useful to point out the basic tendencies in place and the most common 
solutions, highlighting their distinctive traits (Hunts 1995; Walter 1997). 

The first trend is the developing global strategies. The financial inter- 
mediaries widen the offer function outside their original market’s bounda- 
ries proposing financial services to companies in the entire international 
market. This leads them to compete in a broader environment with finan- 
cial intermediaries, if present, operating locally in the different countries. 
The development of global strategies requires (and produces) a significant 
mass of financial and non-financial expertise as well as the achievement of 
economies of scale from the simultaneous maintenance of the entire spec- 
trum of relevant expertise and the demand led stimulus of the international 
profile of the clients’ segments. Moreover, the international importance of 
the financial operations made is an important factor: for example, most 
quotations on the stock exchange, privatisations and capital market activi- 
ties, although could be referred to companies operating in a domestic envi- 
ronment, usually have an international size due to the integration with the 
market circuits. It should also be underlined that the global strategies tend 
to generate self enforcing effects, so that the progressive market growth 
causes further benefits to the financial intermediary in terms of improving 
the portfolio diversification, increasing the available information and mar- 
ket reputation, reducing the obligations and protectionist barriers in certain 
countries. These advantages nourish a new growth of the intermediary’s 
market share, therefore justifying the basic strategy adopted. 

However, the global strategies refer to the larger segments of clients 
showing requisites of inherent internationalisation and importance in rela- 
tion to the average size of the operations (big ticket operations). The adap- 
tation of the global strategies to the SME seems to be more complex, as the 
intermediaries’ relational and contact abilities and the detailed knowledge 
of the territory are more important than the financial and non financial ex- 
pertise. Therefore, the size of the bank oriented towards global strategies 
imposes an effective control only over the large corporate & institutions 
clients*. 



* In the case of large banks following global strategies, the large corporate & insti- 
tutions clients are generally segmented on the basis of products and, sometimes, 
dynamics. The commodity segmentation results in classifying the companies 
served on the basis of the sector (industry) they belong to. This allows the finan- 
cial intermediary not only to orient its internal research activity, thus gaining sig- 
nificant expertise within the specific sectors (telecommunications, transport, 
chemicals, etc...), but especially to measure the offer function on the characteris- 
tics of the company’s industry. The dynamic segmentation classifies the compa- 
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Similar conclusions are reached for second tendency emerging from the 
market, i.e. the international developing strategies, that are differentiated 
from the global ones due to their reduced geographical area. Also in this 
case, the financial intermediaries widen the offer function outside their 
original market’s boundaries, but limiting the expansion to specific macro 
areas (e.g. Europe, Asia). This allows, as for the global strategies, to ma- 
ture a high mass criteria of expertise and achieve significant economics of 
scale. However, the financial intermediaries adapt the characteristics of 
their products portfolio of products to a smaller number of clients seg- 
ments and limit their competitive arena. 

The third market trend is developing domestic strategies, where the in- 
termediary competes mainly within its market. This strategy, compared to 
the global and international ones, may turn out to be an obligatory choice 
where the financial intermediary does not have a strong visibility outside 
the national market and a real ability to access the international or global 
(financial and not financial) networks of expertise. Therefore, the financial 
intermediary is exposed to competitive attacks from the global and interna- 
tional intermediaries, capable of exploiting not only a high reputation level 
but especially a greater expertise. As a matter of fact, a domestic strategy, 
especially in the large corporate & institutions segment, is sustainable only 
if combined with a consolidated tradition and reputation over time, a 
strong ability to communicate with the entrepreneurial system and a suffi- 
cient volume of operations. Vice versa, the natural market refers to the 
SME segments of clients, i.e. the corporate, retail and small business seg- 
ments. 

The domestic strategy appears therefore more effective in the SME 
segment, that is clearly less exposed to the attacks from external competi- 
tors. However, the focus on the “SME - domestic market” productive 
combination is sustainable for the intermediary if the business volume is 
compatible with the costs of the structure of financial and non-fmancial 
expertise necessary for producing the services to the companies. Therefore, 
the domestic strategies towards the SME must anticipate the risks related 
to: 

1 . the operations rarefaction; 

2. the reduction in the average size of the individual operations; 



nies on the basis of the position reached in their development life cycle. In many 
cases the “growing” companies are distinguished from the “mature” and “declin- 
ing” ones, in order to adapt the characteristics of the financial products offered to 
the specific financial needs of the different phases in the company’s life cycle. 
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3. the increase in the risk associated to an almost exclusive maintenance of 
the lending product area. 

First, the reduction in the volume of operations, apart from reducing the 
overall profitability of the corporate banking activity, generates dangerous 
effects on the expertise: If present, it weakened and progressively exposed 
to depletion; if still to be constructed, the low profitability does not push 
the bank to invest in this direction. Second, the reduction in the average 
size of the operations does not only affect the overall volumes of activity, 
with similar consequences to the previous case, but also exposes to com- 
petitive attacks from the professional agencies - i.e business consultants 
and private practices - that are generally active in lower value operations 
based on fiscal, legal, financial, and partly organisational analysis. Last, 
the eventual absence of a complete development of the different product 
industries leads the bank to concentrate its market operations in the credit 
area. This generates, with reference to equal volumes in the case of diversi- 
fied offer, an increase in the risks and a consequential decrease in the cor- 
porate division’s attractiveness for the bank. 

The “domestic strategies” reference model well adapts to the current 
Italian market. The essential traits that emerged in the first chapter are in 
fact as follows: 

1 . at present no intermediary concretely follows a global strategy; 

2. few intermediaries follow a domestic strategy focused on producing 
services for large corporates & institutions, due to their consolidated 
reputation over time, the strong relationship ability with the entrepre- 
neurial system and an appropriate volume of operations; 

3. some intermediaries tend to specialise in the medium sized companies 
(e.g. Sopaf and Area Merchant), with reference to extraordinary financ- 
ing services, and holdings of industrial participations; 

4. the larger banks and numerous medium sized banks are widening their 
offer function from the traditional credit division to corporate banking 
services for the SME. This process, in most cases, does not assume pre- 
cise and definitive eonnotations and is not generalised and related to a 
high number of banks. 

Therefore, the Italian environment, oriented to local strategies, usually 
exposes its banks to the risks previously mentioned, becuase entering an 
area of activity different from the traditional credit one requires significant 
investments - not only monetary - for achieving the necessary expertise. 
This is justified and profitable if the choice of production diversification in 
the corporate division has a priority and is not accessory to the traditional 
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credit activity. In this case, the likely limited number of exchanges not 
only undermines the diversification orientation of the banks, but does also 
not permit to develop a process of significant learning, that is the starting 
point for creating visible, recognised and concretely expoitable expertise in 
the market. 

2.4.2 The Corporate Division Positioning: the Medium-Long 
Term Choices 

The market positioning choices in the corporate division are strictly related 
to the segmentation process selected and the bank’s analysis of the combi- 
nations of product industries-group of SME served. This means that the 
segmentation methodology selected by the management strongly impacts 
on the prescription obtained by the bank at the end of the process of mar- 
ket mapping and understanding. The identification of the bank’s product 
industries and of the homogenous groups of companies, in fact, allows the 
bank to be supported by strong operative characteristics in defining both 
the market strategies adopt in relation to the different combination of 
products-markets, and the necessary resources and expertise in order to 
strengthen the offer processes. In this perspective, the more the selected 
segmentation criteria are sensitive to the market dynamics and proactive 
towards the environment interpretation and the anticipation of the ex- 
change behaviours, the more the bank can progressively consolidate a co- 
herent differentiation policy of the service and organisational functions. 

Therefore, the identification of the characteristics of the competitive 
system describing the product industries and the choice of the model for 
aggregating the SME in categories can originate different uses for the 
bank, as the positioning issue includes a variety of actions with different 
significance and application. Analytically, the models used are as follow: 

1 . definition of a complete map of the product-market combinations func- 
tional to identifting the bank’s strategic business divisions and preparing 
the organisational structure and the most appropriate production proc- 
esses for the satisfaction of the clients’ needs; 

2. implementation of an effective methodology for understanding the mar- 
ket dynamics, in order to create a tableau de bord for the corporate divi- 
sion functional to organising the overall market strategies and the single 
client managers; 

3 . definition of an effective methodology for understanding the market dy- 
namics, with the objective of focalising the attention on the appropriate 
positioning of a specific product division of the bank; 
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4. construction of an effective methodology for monitoring the market, 
with the objective of permitting the individual client managers to per- 
form marketing operations or correct the more general market policies 
towards the clients. 

The first model has a greater width as it places the segmentation at the 
peak of the bank’s strategic planning: not only the identification of the tar- 
get market is an independent variable, but the organisational structure is 
considered changeable and adaptable in function of the composition and 
aggregation of the strategic business divisions. On the other hand, the other 
three models internalise the constraints of the organisational structure and, 
in relation to the utilisation plan, combine the market understanding with 
the most appropriate operative processes for the objectives’ achievement. 
Therefore, if the bank starts the divisionalisation activity with the defini- 
tion of the large corporate & institutions, corporate, retail and small busi- 
ness market divisions for credit risk management, the segmentation proc- 
ess is necessarily performed later and internally to the market divisions 
identified. 

For this reason, the segmentation process assumes greater application 
significance in the corporate division, where the market importance, the 
variety of the SME models and the requirement of a strong hold by the cli- 
ent manager stimulates a deeper understanding of the client’s behaviour. 
Vice versa, in the retail division, the reduced complexity and small size of 
the companies strongly reduces the possibility of aggregation in homoge- 
nous categories. The consequent positioning must therefore prevalently 
play on product strategies as the product industries’ and companies’ mar- 
ket analysis are studied together and compared. 



2.5 Conclusions: the Quest for Success in the Corporate 
Banking Industry 

The path traced up to now represents the “projecf ’ that the bank must de- 
sign and implement in order to define in operational terms the Corporate 
Business Division, orientated to producing value for the bank in a consis- 
tent and lasting way. This is the effort necessary to overcome the corporate 
banking - intermediary and partial - solutions during the “movement of 
opinion”, commercial tension and integration with the credit risk manage- 
ment division. Here, the logical path for the bank that knowingly chooses 
to enter the corporate sector, deals with the organisational structure and 
strategy of the corporate banking division, the organisational roles and ex- 
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pertise involved, credit risk management models, company valuation and 
market positioning with reference to the segmentation logic selected. 

The internal coherence of these elements and the subsequent strategic 
choices are not alone sufficient to guarantee the success and effectiveness 
of the project but are the essential benchmark. Therefore, it is finally nec- 
essary to concentrate on the conditions for success of the “corporate bank- 
ing project for the SME”, i.e. the critical issues for the bank, that must be 
overcome in order to develop the correct sequence of management themes. 

For a clear representation of the nature of these critical points, it is pos- 
sible to start with a preliminary distinction between internal and external 
ones. The first refer to the bank’s organisational aspects, i.e. strategic 
rather than productive management, and the typology of links that the bank 
must develop with the entire financial system for the SME, in order to 
formalise the most appropriate and effective solutions in terms of perform- 
ance. The second, instead, is related to the relational and contact aspects 
with the clients and the models of interaction with the demand function of 
the SME, with the objective of increasing the problem solving and cus- 
tomer satisfaction ability. 

2.5.1 The Internal Criteria 

The themes of discussion and detailed management for the internal criteria 
are: 

1 . a clear segmentation processes and organisational divisionalisation; 

2. the constancy and determination in the research of humanistic, profes- 
sional and contractual requisites for the managerial roles; 

3 . the affirmation of the centrality of the education processes; 

4. the management tension related to governing the financial network, let 
aside the organisational - institutional model selected by the bank. 

The activity of market segmentation is crucial as it represents a determi- 
nant pivot for achieving a substantial coherence between the organisational 
structure and the specificities of the demand, and an effective interaction 
between the credit productive system and the entire production and com- 
mercial system of the bank. For these reasons, the main choice must avoid 
standardised of systematic solutions that repeat the same peculiarities for 
most Italian banks, therefore generating a substantial levelling of the ex- 
pertise and consequent low added value, inadequate frequency and dispro- 
portion of the solutions compared to the bank’s characteristics. This also 
affetcs the efficiency and competitive effectiveness. Vice versa, the adop- 
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tion of a personal market vision, fruit of explicit and radical management 
choices, represents a potentially strong competitive advantage and consti- 
tutes the correct fine tuning towards the reference market. In this context, 
the strongest attention must be given to the segmentation representing the 
basic infrastructure for the bank, i.e. the credit structure. This is due to the 
low reconfiguration of the segmentation for credit purposes and the high 
impact that it has, in the medium term, on the production processes. More- 
over, the lending activity is the core product towards the SME and an in- 
correct configuration of the credit system may compromise the effective- 
ness of the whole bank’s commercial action. This aspect is therefore 
highlighted by the fact that the SME represents a category that potentially 
crosses the corporate, retail and small business segments; the tailor made 
solutions appear necessary in order to gain a strong internal coherence for 
the entire offer process. 

The constant search for the appropriate humanistic, professional and 
contractual requisites for the corporate banking roles is strictly related to 
the segmentation model selected, as the roles themselves strengthen the ef- 
fectiveness and guarantee the functioning over time. The connection be- 
tween roles and segmentation depends on three distinct elements, whose 
simultaneous presence determines the effective functioning of the corpo- 
rate banking division: 

1 . the activities’ content; 

2. the activities’ process; 

3 . the process engineering of all the activities in the corporate banking di- 
vision. 

Under the content profile, the skills involved must lead the bank to a 
concrete, substantial and exhaustive control of the products, services and 
activities contents performed on behalf of the clients’. In constrast with the 
mass retail market approach, the wholesale attitude originating from the 
organisation of a specialised corporate division cannot result in maintain- 
ing the content expertise due to the productive structure effectiveness. Vice 
versa the human resources, as the differentiation element, transfer to the 
service system a continuous adaptation to the clients’ needs. 

With reference to the process, the offer system relies on the production 
mechanisms that perform with effectiveness realisable solutions for the 



’ The concept of “content” makes reference, in a wide sense, to all the financial, 
contractual, legal and fiscal services characteristics, as well as the specificities of 
the impact that these present on the functioning of the demand and the economic- 
financial equilibrium of the counterparts. 
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client. This is possible if both the procedural structure and the habit and 
frequency of the resources in defining the deal are appropriate and signifi- 
cant. Therefore, the significance of the process becomes gradually more 
critical as the offer function shifts from traditional corporate lending ser- 
vices towards operations fi-om different business functions. The process 
presents a clear significance and autonomy in function of its contribution 
to the correct functioning of the corporate banking division. The bank, 
even if with an adequate content, e.g. in the M&A sector, does not have 
sufficient realisable concreteness due to or in the absence of clearly de- 
fined procedures or execution rapidity and consolidated experience in de- 
veloping the business resources. 

Under the process engineering profile, the complete offer system in the 
corporate banking division must be equipped not only with functional but 
especially qualitative expertise and teamworking abilities, in order to rec- 
ognise the system of client’s needs as the main source of value production. 
This means that if content and process are the organisation “mechanics” 
for the services and products formulation for the SME, the process engi- 
neering is the organisation “chemistry” that, from the sum of the mechani- 
cal processes, generates relevant solutions to the client. This trajectory in- 
dicates to the bank that not only the constitution of a corporate banking 
division requires the continuous investment in teambuilding and team- 
working, but especially that the organisational structure evolves towards 
the logic of a team of professionals, quite far from the productive and cul- 
tural archetype of the traditional commercial banks. 

The affirmation of the centrality of the education processes is the third 
internal criteria of the bank. It shows a strong correlation to the content, 
process and process engineering themes, due to the fact that the cultural 
and professional profile of the resources is the only connection available 
for the bank between the variety and effectiveness of the production proc- 
esses and the complexity of the demand functions. The education process 
must be characterised by: 

1 . the importance of strategic investments in the corporate banking divi- 
sion; 

2. the continuance of the aforesaid investments over time; 

3 . the search of an absolute coherence with the set of necessary content for 
the activation of the offer system; 

4. the conseguent ability to produce education towards the client with the 
objective of increasing customer satisfaction and widening the potential 
market space for more complex products. 
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Therefore, the education activity must permeate the entire planning and 
functioning cycle of the corporate banking, commencing with the determi- 
nation of the economy’s break even and prospective performance, in order 
to maintain the map of the services offered with constantly adequate exper- 
tise in line with the objective (see Table 2.4). The high variety of the ex- 
pertise in play also needs an effective system of time to market updating, 
and the bank faces make or buy production choices (Caselli 2001). Where 
the offer diversification tends to increase and separate from the affirmation 
of a net superiority of the corporate lending activity, the choice tends to 
orientate itself towards a buy logic, where the bank’s professional and or- 
ganisational growth is “by discontinuance”. Although this approach di- 
rectly provides the result and satisfaction necessary to overcome a deficit 
of expertise, exposes the bank to significant risks, related to the possible 
rejection of the structure and the emergence of substantial differences in 
reaction and communication, that can lead in the end to a substantial pa- 
ralysis of the production. 

The tension towards governing the financial network is the fourth and 
final internal criterion in the corporate banking division planning. First, if 
compared to the previous ones, it appears to be more general and to in- 
volve the traditional problem of linking the institutional model selected to 
the strategic-organisational model adopted (Forestieri 2000). Given that 
each bank’s framework of choices for connecing internalisation and exter- 
nalisation of the production activity remain unchanged, the presence of a 
financial system for the SME leads to planning and governing a network of 
relations and alliances that can assume varied contractual and content de- 
grees. This is due to the existence, in relation to the internalisation and ex- 
temalisation process, of activities whose distinctive characteristics can be 
repeated with difficulty by the bank. For example, the activity performed 
by the professional agencies, the mutuals or even the venture capitalists, 
where the condition of success is often in the separation and in the conflict 
of interest with the bank’s objectives®. The themes of independence, confi- 
dentiality and secrecy constitute, together, the physiological limits to the 



® The concept of conflict of interest does not appear to be classifiable in rigid cate- 
gories. It is however possible to note several situations in which traits of conflicts 
emerge, such as: i) the conuslting&advisoring activity is related to personal and 
reserved elements, whose divulgation can impact on the credit judgement; ii) the 
consulting&advisoring activity is not coherent with the appropriate transparency 
level for a credit transaction; iil) the activity developed is necessarily “external” to 
the bank for technical-production reasons (e.g. in the case of providing guaran- 
tees); iv) the entrepreneur wishes to distinguish the capital management from the 
company funding, with the objective of avoiding a cross collateral activity by the 
bank. 
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concept of the universal, but also corporate - if intended as auto-sufficient 
solution of the bank - banking, and the principles of internal diversifica- 
tion of the financial system in relation to the SME’s needs. With reference 
to the bank’s planning, a strategy towards internally repeating external ac- 
tivity is not possible. The bank had better undertake a policy of networking 
and selective alliances, that stresses the correct mapping of the value chain 
connectings bank and SME system, with the objective of communicating 
to the market, in the presence of conflicts, the separation of the unity with 
a strong and explicit business idea. This challenge will likely lead in the 
next few years not only - at the research and operating level - towards the 
networking and “bank network” direction, but also towards the implemen- 
tation of stronger solutions, typical of a financial district. 

2.5.2 The External Criteria 

The external criteria, although strictly related to the internal ones, are: 

1 . the development of the family office policy; 

2. the specific definition of the packaging strategy 

With reference to the family office policy, it must be noted that the vis- 
ual “family” of market relations between bank and SME is an element of 
substantial rupture compared to the traditional logic of relationship with 
the companies. As a matter of fact, it widens the size of the market space 
available and multiplies the relevant variables in order to achieve a growth 
in the profitable relationships. However, the risks, and not only the oppor- 
tunities, are pretty high: the full consideration of the ownership family as 
the production centre of the financial needs and the element conditioning 
the companies’s choice generates an overlapping and conflict of attribution 
between corporate and private division. Moreover, the family requires a 
partner characterised by professional independence, confidentiality and se- 
crecy in the market relations. 





258 Stefano Caselli 



Table 2.3 The expertise mapping within the corporate banking business division 

THE AREAS OF THE PRODUCT INDUSTRIES 

EXPERTISE PS FS FRHS IRHS AMS CFS 

1. Corporate finance 
Evaluation of credit risk [ 

Product speciality [ 

Corporate evaluation [ 



2. Financial risk 
Risk evaluation 
Speciality of product 



3. Insurance risk 
Risk evaluation 
Speciality of product 

4. Financial asset 
management 

Asset allocation strate- 
gies 

Speciality of product 



5. Advisoring & 
consulting 
Financial 

Business-managerial 
Legal domestic 
Legal non domestic 
Fiscal domestic 
Fiscal non domestic 
^^rojecUnanageme^ 

Relevant expertise 
Expertise requested 
Expertise not requested 

- PS: Payment Services; 

- FS: Financial Services; 

- FRHS: Financial Risk Hedging Services; 

- IRHS: Insirrance Risk Hedging Services; 

- AMS: Asset Management Services; 

- CFS: Corporate Financial Services. 
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The solution to these criteria cannot be represented by an arbitrary attri- 
bution of the client’s control to one of the two divisions as the risks and 
gaps of effectiveness tend to distribute and manifest themselves equally. 
More likely the path to be adopted, given the attribution of the SME to the 
corporate division, is that of defining contractual and production “envi- 
ronments”, dedited to managing the relations with the family of entrepre- 
neurs. The family office solution refers here to a production - a specialised 
production centre - and contractual solution - the stipulation of the “fam- 
ily office” contract - that commits the bank to manage in the medium and 
long term people, risks and family’s wealth®. This form of intervention po- 
sitions the proponent bank as the structure of support, trust and operational 
exclusivity, aimed at satisfying the whole range of the family’s needs. In 
fact, due to the “delicacy” of the deals, the relations between bank and cli- 
ent tend to become stronger, binding and full of exchange opportunities. 
The banks also receives benefits in terms of understanding the family dy- 
namics and thus protecting the credit risk towards the company. 

With reference to the explicit definition of the packaging strategy, the 
complexity of the segmentation models requires a re-equilibrium of the re- 
sponsibility for the commercial success between client manager and pro- 
duction structure. The back-office activity must therefore go in the direc- 
tion of a “marketing laboratory”, i.e. the creation of centres for the 
innovation that not only formalise the specificities of new and old prod- 
ucts, but in particular defines the combination or packaging logic. This is 



® The theme of family office represents an area of reflection and emerging action 
in the international financial system. Significant is the examples of Pictet and of 
Northern Trust. For a preliminary analysis of the phenomenon see Corbetta et 
al. 2001. With the term family office we mean a package of personalised ser- 
vices that several foreign banks have offered for some time to the high end of 
family companies. These services are aggregated on: asset allocation/manager 
selection/ asset management; venture capital/private equity consulting and 
management; global custody/reporting/monitoring; other services. For example, 
this latter can relate to: fiduciary services; legal, fiscal, company structure, real 
estate, insurance and pension positions consulting and management; personnel 
insurance management; management of any family member’s personnel; con- 
sulting and training of the younger family members; managerial consulting for 
the activity of the single family members; plaiming and management of the 
family museum; plaiming and management of family archives; planning and 
management of the family’s philanthropic initiatives. The family office is there- 
fore a service adapted to the family: with high financial resources, and a large 
number of members (actual and future), normally resident in different coun- 
tries, relatively united and interested in passing the wealth on to the next gen- 
eration. 
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relevant as the package approach constitutes the conjunction and matching 
element between the system of products and the client’s needs, together 
with the client manager’s efforts. For this reason, the products packaging 
must refer to the client’s area or a specific context where the main element 
does not arise from the client manager’s diagnosis ability, but from the 
correct functioning of the solutions, the rapidity of execution and the over- 
all effectiveness. Examples are the packaging for real estate operations and 
financial risks management, or for the development of export activities. 
Nothing prohibits, however, to drive the packaging approach towards more 
complex situations, represented for example by financing a start up. In 
conclusion, the packaging logic appeals to two fundamental assumptions: 
first, the recognition of the client manager’s impossibility to perform effec- 
tively a global player role of the bank’s offer towards the SME, where the 
package availability frees time and space of action; second, the bank’s stra- 
tegic choice to complete the map of product- market combinations, sup- 
ported by the expectations of success with the demand. 
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3.1 The Advantages and Risks in the Quotation of Private 
Equity Operators 

An interesting opportunity for the Private Equity operators can be repre- 
sented by a Stock Exchange quotation and in this case, given the high cor- 
related risk return profile, on a market dedicated to innovative companies 
and high growth. The international scenario today underlines the presence 
of numerous Private Equity companies quoted on the financial markets and 
the concentration of this phenomenon appears higher where the financial 
markets in the different countries have been established for a longer time 
period: evidence is the fact that numerous VCs are today quoted on the 
Nasdaq, the London Stock Exchange and the Swiss Market. In particular, 
the Swiss Stock Exchange gave life to an ad-hoc segment for the Invest- 
ment Companies providing a more strict regulation compared to those of 
the ordinaiy segments in terms of admission procedures and requisites for 
permanence (for further details see paragraph 3.1 .2). 

In recent years this was also made possible by a particular inclination of 
the market to accept higher risk levels compared to the past: this phe- 
nomenon is evident in light of the many quotations of companies active in 
technology sectors and with high risk that were introduced to the market in 
the course of 1 999 and 2000 with a significant presence of retail investors 
in IPO. 

If the returns volatility of the securities is accepted as the indicator of 
the risk of a share/index, it is evident from an analysis in Fig. 3.1 that the 
Private Equity shares most representative on the Nasdaq have shown a 
volatility much higher than the market they belong to (on average 3 times 
greater); index that has in turn over the three year period analysed a higher 
volatility, if compared with indexes representative of more ma- 
ture/traditional sectors. 
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Fig. 3.1. The volatility of the principal Private Equity companies quoted on the 
Nasdaq (Source: New Market calculations on Bloomberg data) 



The quotation on the Stock Exchange for Private Equity companies thus 

represents an important lever for growth, recognised by the market, and al- 
lows to obtain several advantages and benefits, among which: 

- raising of capital, recourse to a widened investor base, at international 
and national level; 

- access also to the public of small investors interested in the venture 
capital activity and the results achieved by the investors in previous 
years; 

- acquire an international visibility, with benefits in terms of number of 
projects to view and invest in; 

- realise with greater ease partnerships with technological suppliers and 
operators connected to the high technology sector; 

- have the possibility to manage a wider and more diversified portfolio of 
companies, guaranteeing the possibility to support projects requiring 
large investments (consequence of higher fundraising). 



3.1.1 The Segmentation of the Private Equity Operators. 
Incubator, Venture Capitalist and Investment Companies: 
Distinctive Characteristics 

The analysis of the advantages and risks in the quotation of PE operators in 
the Stock Exchange necessarily passes through a segmentation of the spe- 
cific market which evidences the peculiarities of the risk/retum correlated 
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to the investment in different phases of the development of the company 
financed (see Fig. 3.2). In particular, for this purpose it may be useful to 
sub-divide the universe of private equity in three macro-categories, Incu- 
bators, Venture Capitalists and Investment Companies, in relation to sev- 
eral distinctive factors: 

- financial commitment and timeliness of the intervention; 

- typology of risk; 

- typology of support. 




AMOUNT OF FUND REQUIRED 
AND TIMING OF INVESTMENT 




RISKS INVOLVED 





Services supplied 

Fig. 3.2. The distinctive factors of Private Equity companies 
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Financial commitment and timeliness of the intervention: given the 
growth curve of a company over time, naturally the greater the interven- 
tion by an institutional investor is made in the initial start-up phase of the 
company, the more contained is the financial commitment requested and 
greater the correlated risk (high mortality of start-up companies). This con- 
sideration seems greater the more the time horizon of the investment in the 
start-up company is considered as typically a medium-long term one (4/7 
years) and discounts greater difficulty in liquidating the participation; on 
the contrary, the greater the intervention relates to an advanced phases in 
the development of the company and thus maturity and consolidation of 
the business, the greater the financial effort and the lower the company’s 
mortality risk. The investment in addition discounts the reduced time pe- 
riod and a greater liquidity in the participation. Consequently the rate of re- 
turn requested by the investors is higher when the investment in risk capi- 
tal is related to the initial phases in the life of a company and decreases 
over time. 

Typology of risk: in the initial phase of a company’s life the risk of fail- 
ure is typically a business risk embodied in the fact that the company must 
still build a business model, develop a product/service desirable to the 
market, set up a business structure, source managerial expertise, acquire 
market share, etc. On the contrary, for consolidated companies the greatest 
risk appears to be the financial risk correlated to the relationship between 
indebtedness and risk capital and thus the optimisation of the financial lev- 
erage. 

Typology of support: initially the start-ups require a series of operating 
support that can be offered by the investors who, therefore, do not perform 
a role solely and exclusively of financier to the initiative, but contribute 
through added value services to the company’s growth. 

In general, the Incubator intervenes in the initial phase of a start-up, 
with a limited financial commitment and a greater risk of failure of the 
company financed, requiring higher returns and offering not only a finan- 
cial but also an operative support, that is translated into a series of services 
of different nature (rental of space, recruitment, accounting, consulting, 
etc). The Investment Companies intervene, instead, in the maturity phases 
of the companies, with a significant financial commitment but with lower 
mortality risk of the company and therefore require lower remuneration of 
capital; typically the investment is exclusively of a financial nature. The 
Venture Capital companies, finally, intervene in the intermediary phases 
and therefore arrange their portfolio in order to balance risks and returns. 

In conformity with what has been said it can be noted how the Venture 
Capital activity can be orientated in terms of business model alternatively 
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towards the Incubators, or the Investment Companies, assuming each time 
only some of their characteristics. 

This sub-division, as is necessary, evidently takes into account the diffi- 
culty sometimes met in outlining a precise boundary line between the dif- 
ferent typologies of operators. 

The business model and value creation of the Private Equity companies 
varies significantly depending on whether they relate to Incubators, Ven- 
ture Capitalists or Investment Companies, and this consequently modifies 
the considerations on the greater or lower risk for the quotations on the 
Stock Exchange of these types of companies and their “quotability”. 

The process of the Incubators’s value creation develops through five 
fundamental phases, that can be generally summarised as follows: 

1. identification of the investment opportunities through a shrewd selection 
of the business plans and analysis of the management team that is char- 
acterised by its successful track record; 

2. investment of financial resources: it typically relates to seed capital 
(therefore the most embryonic phase of the financing) and thus con- 
tained amounts for starting the entrepreneurial initiative. This invest- 
ment is normally made taking into consideration the possibility of suc- 
cessive financing rounds; 

3 . operating support to the company in order to allow the management to 
concentrate on the business development: this support goes from the 
rent of physical space for offices, to maintaining the accounting records, 
to a support in terms of recruiting human resources with adequate skills, 
etc.; 

4. access to a network of contacts that assist the management in develop- 
ing the business: supply of technology, partnership, customers; 

5. exit of the investment at a higher value: it can be represented by trade 
sale operations or if the Incubator has made different financing rounds 
and thus accompanied the company in its growth path, also with an IPO. 

The mission of the Investment Companies is to create a portfolio of 
companies diversified with a view to stock picking and risk diversification. 
The business model goes through the following phases: 

1 . identification of the investment opportunities with reference to compa- 
nies not yet quoted but in advanced development phases, or quoted 
ones, or finally funds that in turn invest in different participations (“fund 
of funds”); always with a view to stock picking; 
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2. investment in financial resources for the expansion phase or late financ- 
ing rounds; 

3. exit of the investment at a higher value using an exit compatible with 
the diversification choices adopted and orientated to a time horizon even 
in the short/medium term. 

Again the business model and the creation path of Venture Capital com- 
panies lies within the intermediary boundary line between the activity of 
the Incubators and those of the Investment Companies and may relate to a 
model that simultaneously includes the two. 

The quotation on the Stock Exchange of Incubators, Venture Capitalists 
and Investment Companies, thus responds to the different requirements 
expressed by the market: higher risk and consequently higher returns in the 
case of the Incubator, greater diversification of the risks in the case of the 
Investment Companies, that invest in mature companies and that at times 
may specialise in several specific sectors (see the case of BB Biotech, that 
invests mostly in quoted companies and specialised funds in biotechnol- 
ogy) and, therefore, can be seen by the market as an investment choice as a 
kind of “sector index”. 

3.1.2 Advantages and Risks in the Quotation 

Compared to an industrial or service company, the venture capital and in- 
vestment companies present significant characteristics in relation to a quo- 
tation. As described in the previous paragraphs, they relate to companies 
with a high risk profile in line with the nature of the activity undertaken, 
characterised by industrial and financial risks typical of the risk capital in- 
vestment. 

The degree of risk varies however according to the typology of operator, 
and it is higher where the investment is focused on the company’s initial 
development phases (from start-up to early development), technological 
and innovative sectors and on a lower degree of diversification. In general, 
the more one moves towards investment companies the lower the risk pro- 
file, to arrive finally at the investment companies in funds and quoted 
companies that represent the type historically present in the different stock 
markets (see Fig. 3.3). 

The limited liquidity of the assets in portfolio, that represents one of the 
critical elements in the quotability of a company, reflects the uncertainty of 
the value that can be created and the ability of the investors to monitor it. 
In fact a company with a portfolio of non-quoted participations derives its 
value from the ability to generate capital gains that are realised somehow 
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only at the moment of exiting from the investments. In several cases, and 
in particular where the exit arises through an IPO, the realisation can also 
be dissolved over time due to the effect of lock-conditions obliging the 
shareholders to maintain the shares for a period after the IPO (on the main 
stock markets between 6 and 12 months). In this case part of the exit may 
occur through sale of the shares in IPO at a price defined at the closing of 
the offer and a part can be requested at a later sale on the market or with a 
private arrangement at the expiry of the lock up. It should however be un- 
derlined that for the high growth companies that have been placed on the 
market in recent years, the quotation does not represent even a partially 
way out, as the presence of the institutional investor in the shareholding 
structure is an unconditional element in order to accept the already high 
degree of risk. In this case the uncertainty on the value created is extended 
over time, as the effective time and value of the exit for the venture capi- 
talist depend on the market conditions, on the trend of the quoted security 
after the quotation, and many other specific and market factors. 

This is one of the aspects that may induce many institutional investors, 
particularly those operating in the most advanced phases of the company’s 
life cycle, to prefer an exit through “trade sale” compared to the IPO, in 
order to guarantee a sure and immediate value through the capital gain re- 
alised with the sale to third parties. This relates to a choice not always 
available: the full sale of the shares in an IPO is more frequent for the 
companies that have been subject to LBO or turn-around operations and 
that present a consolidated industrial history; the younger companies and 
with a higher risk return profile in fact normally receive new capital to fi- 
nance growth and the sale of existing shares is not compatible with the ob- 
jectives of the quotation, at least in the initial phase. 





268 Marina Maddaloni and Maria Pierdicchi 



Venture 

Capital 



INCUBATORS 




INVESTMENT COMPANIES 


Opportunities 

• Low amount of funds provided 






• Potentially, very high capital 




Opportunities 


gains 




• Portfolio diversification, 
hence risk diversification 


• Focus on specific segments: 




scale economies 




• Funding at later stages in 


( - costs) 




the firm life cycle 


• High managerial skills 
available to firms in the 
investment portfolio 

• Positive Network effects for 






the companies included in the 




Risks 


portfolio 




• High amount of funds 
provided 


Risks 








• Limited capital gains 


• Portfolio composition: 




• No involvement in the 


start-ups 




management of the 


• Focus on a specific 




participated firms 


segment: influence of the 
market trend of the same 




• Likely network 


industry securities 




diseconomies 



Fig. 3.3. Opportunities and risks related to private equity operators 



In absence of exiting the value of the participations in portfolio must be 
periodically estimated in order to calculate the net asset value of the fund 
or of the assets in the financial statements. This concerns a practice that al- 
though being based on the best techniques and specialised operators in 
valuation present areas of uncertainty related to the structural difficulty in 
defining values for companies still immature, subject to market, technical, 
commercial and operating uncertainties. The operators avail of the most 
well-known techniques; for example, in case of a transaction on invest- 
ments with third parties, for the entiy and exit of new shareholders, the 
price paid represents an important reference for valuation but does not ob- 
viously constitute an effective value of immediate potential liquidity, as 







3 Opportunities in the Quotation of Private Equity Companies 269 



can be theoretically a price on the stock exchange for a quoted participa- 
tion. The uncertainty and the possible scarce significance of the net asset 
value of a pool of investments represents one of the most critical elements 
in the quotability of a venture capital company: the greater the expected 
exiting is extended in time, for example due to the concentration of the 
portfolio in the company’s initial development phases, the greater the in- 
vestors of the VC companies must count on the net asset values made 
available by the company and the analysts in order to evaluate the shares 
and elaborate their consequential investment strategies. In addition the dif- 
ficult, if not impossible, comparability of an investment company with 
other similar quoted companies further complicates the investment 
choices, strongly reducing the value of comparative analysis based on mul- 
tiples. This is reflected in two distinct aspects of the companies in ques- 
tion: they do not generally provide an alternative diversification purely by 
sector, except where there is a high specialisation and a very wide portfolio 
able to strongly mitigate the risks of concentration (investment compa- 
nies); and given the difficulty in the short and medium term of forecasting 
the results, due to the inherent illiquidity of the assets generating cash and 
profits, are subject to a very high volatility, normally higher than those of 
the shares the investments are held in. 

The difficulty in forecasting the annual results of a private equity are 
thus evident, taking into account that the quotation imposes quarterly re- 
porting and analysis. Therefore, the quality and the quantity of research 
available for the operators in this sector tends to be limited, particularly in 
the markets that do not have a specific tradition in the sector. 

Given all the previous mentioned difficulties, it can be legitimatedly 
asked why a fund/ VC company can be considered suitable for quotation. 

The advantages should be considered from two viewpoints: the issuer 
and the market, i.e. the investors. 

From the issuer’s viewpoint the following aspects are considered: 

1 . the quotation widens the ability of raising funds for the operator, provid- 
ing a retail “fund raising” channel which is normally accessed by insti- 
tutional operators in risk capital. Particularly during very favourable 
market conditions, as in the boom period of technological shares be- 
tween 1997 and 2000, the quotation permits the quick raising of funds 
and diversification of the fundraising channels; 

2. on quotation, an operator provides to his original investors an indirect 
liquidity of the investment, repairing, in part, to the low portfolio liquid- 
ity. However, the effective liquidity depends on the shares on the secon- 
dary market, an important factor considering the sector in question that 
may limit the base of institutional and retail investors; 
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3. as for other companies, the quotation permits a broader imagine and 
visibility, also influencing the companies financed, that are thus in the 
public domain and can take advantage of new business opportunities; 

4. in some cases the quotation allows a better valuation of the assets held 
by the group, by an industrial company or diversified holding, separat- 
ing the investment activity and VC from other businesses that prevents 
the correct valuation in the financial statements. For example, the VC 
activities and incubation of large technological groups, often subject to 
spin off or quotation for the above mentioned reasons. 

Passing to the desirability for the market the following aspects can be 

noted: 

1 . the Private Equity companies offer an investment opportunity with one 
security in several companies, giving therefore access to retail investors 
in risk capital not otherwise accessible. This is the basis for the success 
of many quoted VCs in the USA during the boom of the technological 
shares in which investors were searching for new economy companies 
held in the portfolio of VCs with expectations of high returns. The de- 
sirability of the investment in the fund, or in the investment company, is 
greater when the participations held are close to quotation (pre IPO), in 
the expectation that the exit value will be much higher than the Nav, a 
factor that the market should reflect on quotation. In a favourable mar- 
ket this aspect favours the investment company, but in adverse condi- 
tions, where the risk perception increases due to a greater rate of ex- 
pected default of the underlying portfolio, the contrary happens: the 
investment companies tend to be penalised more than the companies fi- 
nanced, for the greater liquidity costs and uncertainty on the results ob- 
tainable; 

2. the inherent reduced transparency of the results (even the best account- 
ing criteria tend to underestimate the risks), together with the illiquidity 
of the assets can represent an obstacle to placement with the retail pub- 
lic, while it is a situation that favours the very specialised investors and 
in particular funds of funds, that find in the quoted fund a guarantee that 
provides a certain degree of transparency and liquidity; 

3. the composition, size and diversification of the portfolio are variables 
that can strongly influence the placement of VCs on the stock exchange. 
The sectorial specialisation renders more desirable the instrument to 
strongly specialised institutional investors (industry related funds). With 
equality of specialisation, however, the preference is to quote funds with 
a significant part in quoted investments, for the greater transparency of 
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the nav and the greater assets liquidity. The size is generally strictly re- 
lated to the companies diversification (or by companies and funds) and 
can therefore represent an additional point; 

4. required return: this is the return compared to the risks, higher compared 
to traditional equity and thus potentially useful for increasing the portfo- 
lio return; 

5. the element that strongly characterises a VC operator is the management 
and its track record, i.e. the successful investment operations and the 
relative IRR generated. The fund management makes the difference, in 
its capacity of choice and investment management and all the related ac- 
tivities. The qualities of possible co-investors in strategic participations 
or in other funds may also be important: there are funds with high repu- 
tations that represent a kind of guarantee and a co-investment with them 
can provide an important message to the market on the quality of the re- 
lationship and the sector “entry”. 

The aforesaid considerations provide several elements in understanding 
why the phenomenon of the VCs quotation is relatively recent and not in- 
significant. The trend, which began in the USA with the boom of the new 
economy and technological shares, has seen a moderate development in 
Europe, particularly in the markets where the private equity industry is his- 
torically more developed and timid development in some of the other mar- 
kets, but has never taken off. The operators with a broad activity range 
rather than those highly specialised tend to be prevalent, while the incuba- 
tors are almost entirely absent, due to the high risk and the scarce devel- 
opment in Europe. The industrial incubators, typically related to industrial 
groups have rarely been the subject of spin-offs or quotations and there are 
no reasons to believe that this situation may change. 

3.1.3 The Due Diligence Process for the Quotation: Some 
Issues 

Where a VC operator goes for a quotation he must chose the most appro- 
priate market and structure the offer in the best possible way. The com- 
pany managing the market and the relevant authority must verify quotation 
and information requisites, taking into consideration the peculiarities of the 
potential issuer. 

In relation to the market choice, this may be influenced by several fac- 
tors and specifically by the presence of “comparables”, on specific seg- 
ments or regulatory markets, from the market in which the funds preva- 
lently operate and so forth. Typically the greater number of quoted 
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operators is found in the more developed markets both from the offer side, 
number and variety of issuers, and from the demand side, i.e. number, spe- 
cialisation and culture of the final institutional and retail investors. In par- 
ticular in the USA and Great Britain there are the most and highly signifi- 
cant quoted VCs, while the Swiss stock exchange has a specialised 
segment of “investment companies” that includes different types of opera- 
tors among which VCs and private equity funds. The creation of an ad-hoc 
segment for investment companies effectively responds to the requirement 
of considering the peculiarities of these companies in both the listing phase 
and the post listing phase, separating them from the production companies. 

In relation to the admission procedures for quotation, the company’s 
quotability profile must be valued with methodologies and criteria rather 
different from those traditionally used. 

Among the most important documents that must accompany a com- 
pany’s quotation is the three year business plan, a document that must pro- 
vide to the admission body a detailed description of the issuer’s activity, 
development plans, use of funds raised from the quotation and the strategic 
and commercial direction that it is going to follow for reaching the growth 
objectives. 

For a company whose principal activity consists of the investment in 
different participations the “business plan” cannot be formulated in the 
same terms. The fund’s or company’s ability to generate value must be 
evaluated by taking into consideration a series of elements, some of which 
are difficult to quantify: 

- the “track record” of the previous investments in portfolio, i.e. the inter- 
nal rate of return obtained and the nav (net asset value) maturated on the 
investments in portfolio. This relates to elements that provide indica- 
tions on the ability to make valid investment choices, that however does 
not guarantee the future ability to generate value; 

- the rate of failure of the portfolio: the greater the investment activity is 
oriented towards the company’s initial development phases the greater 
the industrial and financial risk of the portfolio. Hence the importance to 
verify and compare the rate of failure, i.e. of investments that have been 
written-down or have been liquidated in losses with the best operators in 
the sector. The comparison can be very difficult due to the scarcity of 
available information as well as the difficulty to make “homogenous” 
comparisons given that each operator can distinguish itself for speciali- 
sation, diversification, size of the fund managed, development phase of 
the companies financed etc. Just as important is the evaluation whether 
the recording and monitoring instruments of the risks are adequate in 
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providing the public with timely information on the trend of the partici- 
pations’ value; 

- the professional profile of the management team. This is a critical aspect 
of due diligence, an indicator of the operator’s skills. The evaluation of 
the expertise and reliability of a team refers especially to the experience 
and track record of the individual partners and managers, the invest- 
ments made in previous experiences or funds managed, the specific ex- 
pertise in the sector possibly matured, the professional integrity shown 
and so forth; 

- the quality of the original investors or shareholders of the company or 
fund is another important aspect as this tends to characterise the quality 
of the operator and of its management team. In particular the presence 
of prestigous industrial investors, or with strong positioning in the sector 
in case of specialised funds, may indicate that the management team has 
the ability to create attractive returns. In some cases the investors are 
also commited to provide know how and support to the management 
team in order to facilitate or better accelerate the growth of the invest- 
ments, thus as “enhancer” of value and therefore representing a com- 
petitive lever important for an operator; 

- the company’s “governance” is another critical aspect as it establishes 
the underlying rules to the investment decisions and the later control and 
valuation of the activities in portfolio. It is therefore important to verify 
that the company has adequate resources and procedures to ensure a cor- 
rect valuation of the potential investments, a transparent mechanism for 
their approval, a monitoring system for the investment performance and 
a periodic verification of the net value of the assets based on the best in- 
ternational practices. The remueration polices of the management are 
very important in order to protect the shareholders in coherently pursu- 
ing the objectives of the strategic investments. Connecting the remu- 
neration of the management team as much as possible to the returns 
generated on each individual investment even through direct participa- 
tions is an effort to reduce possible agency problems; 

- the risk profile of the specific investment activity must be valued with 
particular reference in generating value over a time period coherent with 
the investors’ expectations, an element that is obviously very difficult to 
estimate ex-ante. The explicit investment policies represent the “phi- 
losophy” of the fund and provide limits on the managers’ discretion. It 
is important for the final investors to establish whether the resources of 
the fund are adequate in achieving the objectives, e.g. in relation to the 
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monitoring capacities, managers’ expertise in the sector, portfolio syn- 
ergies, risk diversification etc.; 

- reporting. The transparency in reporting and clarifying the valuation and 
accounting criteria of the assets are indispensable instruments in protect- 
ing the investors and therefore should be carefully verified before the 
quotation and supported by the auditors’ opinion. The requirement to 
supply quarterly data, as a practice by all the regulatory markets for the 
quoted companies, can be met with the impossibility and the burden of 
the processes needed to define the carrying value of an investment com- 
pany. In some cases the net asset value is calculated twice yearly and the 
quarterly report is limited to providing more general information on the 
trend of the investments. The possibility of a less frequent reporting and 
standardisation of the criteria in calculating the NAY are among the rea- 
sons why the creation of an ad hoc segment for the investment compa- 
nies is desirable, with specific information requests. In general the more 
the company invests in “mature” or quoted companies the more imme- 
diate, transparent and reliable is the monitoring of the portfolio value 
and the progressive results. However, in case of funds of funds, the veri- 
fication of the valuation criteria is more complex as requests are made to 
other parties, and not necessarily the management and accounting crite- 
ria are in line with the quoted company and are subject sometimes to a 
different legislation. If thus the fund of funds reduces the risks in the 
portfolio thanks to the indirect diversification of the investments and 
management of the operations, it also shows a reduced transparency. 

The process of verifying the quotability of an investment company is 
limited however to the analysis of the ability to follow the announced in- 
vestment choices and to assure the market of the the risk and information 
monitoring. The market will evaluate whether the overall industrial and fi- 
nancial risks in the portoflio participations, together with the skills of the 
management team, will provide sufficient indications to accept the risks of 
future investments, not determined ex ante if not for the investment poli- 
cies pre-fixed and for any returns realised prior to the quotation. 

Considering the high uncertainty that remains even after the aforesaid 
verifications, it is not surprising that the quotation experiences are effec- 
tively limited. In Europe, where venture capital is a relatively new and not 
widely developed sector, the quoted investment companies are almost all 
relating to private equity, funds of funds and investment companies in 
quoted companies (very similar to open investment funds). In these cases 
as well the experience has not been positive. With few exceptions these is- 
suers have suffered from high volatility, negative performance and scarce 
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liquidity, phenomena accentuated in negative market periods or in the un- 
derlying markets. 

During the boom of the high growth markets the public began, espe- 
cially in the USA, to be interested in this type of investment, driven by the 
attractiveness of the “upside” that some operators promised in the innova- 
tive industrial sectors with high and relatively “quick” returns, thanks to 
favourable IPO market conditions, or exiting. In fact the more the stock 
market appeared open to high risk return profile the faster the investment 
and exiting process became through quotation of venture capital. Being 
able to participate in the “first levels” of the chain for the retail public, 
typically excluded from the high entry levels to the VCs, meant being able 
indirectly to share in the valuations in the IPO, in some cases in the order 
of three figures. With the drastic inversion of the markets which began at 
the end of 2000 and worsened in 2001, the dramatic increase in the risk of 
failure of start-ups and young companies was significantly reversed on to 
the most exposed VCs in the high tech sectors and the early stage phases, 
widening the risk perception of the portfolio. 

Effectively the “closing” of the exit markets in itself accentuated the 
risks of the most exposed operators in the sectors in question, lengthening 
the investment cycle, requiring new investments to support the companies 
in difficulty, lowering the valuation prospects of the exit values on the 
more mature investments and increasing the losses in the portfolio. Not 
only did the markets take the risk threshold to more “acceptable” levels 
more coherent with those traditionally registered on the stock markets, 
lengthening or eliminating tout court the way out through IPO, but the in- 
stitutional investors in risk capital saw the possibilities of quotation re- 
duced due to the negative trend of the portfolio. To the industrial difficul- 
ties in the underlying sectors were added the financial problems related to 
the requirements of refinancing the companies financed, at valuations infe- 
rior to the initial ones (downrounds). With the drastic fall in primary fund- 
raising, the activity was centered on refinancing rather than on new in- 
vestments, thus representing a check on diversification. 

In light of the experiences in the last years, it is reasonable to expect a 
streamlining of the sector, with a selection of the players and a progressive 
concentration, particularly in the most popular markets (USA, UK ,Israel), 
and a reduced recourse to quotation for the aforesaid reasons. 

For the industrial operators with their own investment activity or incu- 
bators too the losses registered were high, increasing the loss of value on 
the securities of the parent company and contributing to increasing the 
transmission of the perception of risk in entire sectors. 

Below is a clearer overview of the most recent international experi- 
ences. 
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3.2 The International Experiences 

3.2.1 The International Scenario: Historical Overview 

Historically the private equity was developed in the United States after the 
second world war, principally thanks to the wide availability of long term 
savings, deriving from pension funds and funds raised from insurance 
companies. Over the years, the practice of venture capital was consolidated 
allowing a significant remuneration on the investments that today can 
count on over one thousand United States risk capital funds, two thirds 
specialised in the financing of innovative and high tech projects. The rea- 
son for the greater maturity of the North American market compared to 
Europe in general is found not only in typically historical factors but also 
in some specific characteristics of the economic fabric in the United States, 
and Anglo-Saxon in general, that facilitated the development: positive atti- 
tude towards risk and consequently to failure, more favourable legislation 
environment to the creation of new companies, less discouraging and pe- 
nalising laws relating to failure towards the entrepreneur, greater flexibility 
in the work place, that consents the start-ups an easier management in the 
employment of personnel for an indefinite period, according to the re- 
quirements of the company. 

3.2.2 The International Scenario: a Benchmarking Comparison 

At the end of 2000, the Nuovo Mercato carried out an analysis on the Pri- 
vate Equity companies quoted on the foreign markets in order to evaluate 
the international scenario and the tendencies in the financial markets. In 
the course of this analysis, 50 Private Equity companies were identified, 
quoted on financial markets in Western Europe and USA. 

The methodology of the analysis: the analysis was performed on the 
principal United States and European financial markets: Nasdaq, LSE 
(AIM), OMX, Neuer Markt, SMAX, SWX, Nouveau Marche, AEX; the 
sample used was determined making reference to the segmentation of the 
sectors in each market (ex.: Nasdaq - General Financial Services; SWX - 
Investment Companies, etc.). 

Included in the sample were financial holdings of groups having an in- 
ternal structure exclusively dedicated to Private Equity (for example 
CMGI: CMG@Ventures). On the other hand the Private Equity companies 
with the portfolio oriented towards investments in companies typical of the 
“old economy” were not taken into consideration and are only by chance 
included in “hi-tech”, as well as the mutual investment funds. 
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All of the companies belonging to the sample were analysed in terms of: 
type of private equity operator, investment sector, phase of the interven- 
tion, number of employees, reference market, information on the trend of 
the shares, financial and profit information, brief description of the busi- 
ness, companies invested in (see the example report on the company Aca- 
cia Research shown in the Fig. 3.4). 
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Fig. 3.4. Example report (Acacia Research) 
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Company Type: 


Incubator, Accelerator 


Investment Sector: 


Internet and technology companies (science, B2B, communications, 
e-commerce and infrastructure) 


Point of Interven- 
tion: 


Seed, Early 


N“ Employees: 


93 


Listed: 


Nasdaq, ACRI 


Web: 


WWW. acaciaresearch . com 


IPO Date: 


n.a. 


IPO Key Facts: 


n.a. 


Equity Information: 


Recent Price: 26.750 $ Mkt cap. at EPO: i n.a. 

Max Price (12 . 59.000 $ Mkt cap.: 427.68 M $ 

months): ; 13.375 $ ! Float.(%): ; n.a. 

Min Price (12 ' n.a. Outstanding ^ 15.988 M 

months): | +25.17% | Shares: -1.06$ 

Performance EPS: 

(since IPO): 

Performance 
(12 months): 


Sponsor and Un- 
derwriter: 


n.a. 


Business Area and 
Strategy: 


Develops and operates life science and enabling technology compa- 
nies 

The Company's core technology opportunity has been developed 
through its life sciences and enabling technologies subsidiary, Com- 
biMatrix 

Invests in a portfolio of high growth companies in the life sciences 
field by leveraging CombiMatrix's technology 
The Company engages in a variety of technology-related businesses, 
through its subsidiaries: The EC Company, CombiMatrix Corpora- 
tion, Greenwich Information Technologies LLC, Mediaconnex 
Communications, Inc., MerkWerks Corporation, Signature-mail.com 
LLC, Soundview Technologies Inc. and Soundbreak.com Incorpo- 
rated. 


Listed Partners: 


None 



Fig. 3.4 (cont.) 
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Detailed Company Profile: 

By providing seed capital, critical management and technical advice, and 
ongoing operational support, the Company provides an infrastructure that 
allows early-stage companies to focus on their core strengths, which are 
creating new products and services. This support, in turn, allows develop- 
ing businesses the opportunity to reduce their time to market. The Com- 
pany also obtains ownership positions, through strategic investments, in 
businesses that fit well with its existing operating companies. Through its 
subsidiaries, the Company engages in a variety of technology-related busi- 
nesses: The EC Company, CombiMatrix Corporation, Greenwich Informa- 
tion Technologies LLC, Mediaconnex Communications, Inc., MerkWerks 
Corporation, Signature-mail.com LLC, Soundview Technologies Inc. and 
Soundbreak.com Incorporated. 

The Company provides its subsidiary companies numerous operational 
and management services, especially in early stages of their development. 
The Company's corporate staff provides hands-on assistance in the areas of 
marketing, strategic planning, business development, technology, account- 
ing and finance, human resources, recruiting and legal. The Company also 
supports its subsidiaries by providing, locating and structuring financing. 

Participations: 

Acacia Research develops and operates a broad range of technology com- 
panies, including life sciences, business-to-business, communications, e- 
commerce and infrastructure. Current partner companies include: 



CombiMatrix Corporation 


Mediaconnex Communica- 
tions Incorporated 


Soundbreak.com Incorpo- 
rated 


The EC Company 


MerkWerks Corporation 


Soundview Technologies 
Incorporated 


Greenwich Information 

Technologies LLC 


Signature-mail.com LLC 





A first indication of the Private Equity companies quoted on the foreign 
financial markets is from the segmentation by country of the entire sample, 
as follows in Fig. 3.5. 

Of the companies analysed 97.8% are quoted on technological markets 
(Nasdaq), specific segments (AIM, SWX- investment companies, SMAX), 
or on the New European Markets (Nouveau Marche, Neuer Markt, AEX, 
OMX NM). 
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Fig. 3.5. Segmentation of the sample by country 

At this point it is possible to gather information on the individual coun- 
tries analysed (it is recalled that the analysis was made on data at Decem- 
ber 31, 2000): 

1. USA: in the USA there were 6 Private Equity companies identified, 
quoted on the Nasdaq. These companies took on the form of Incubators 
although in reality they provided financial support in terms of seed 
capital and in the successive phase to the development of the companies 
in portfolio. They often relate to large groups active in Private Equity 
for a number of years (CMGI since 1994); representing in this sense an 
interesting track record: 

- in possession of extremely diversified portfolio of companies (from 
companies active in infi'astructure and TLC, to e-business, and the 
life sciences); 

- a part of these companies are in turn already quoted on the Nasdaq 
(ex. CMGI, with 9 quoted companies out of 70); 

- have significant volumes of sales even if frequently they demon- 
strate income statements in loss (already at operating income level). 

The existence of negative margins is often attributable to the lack of 
economies of scale in the management of operating costs following the 
extreme diversification of the portfolio (ex. logistics support). In this 
context, the most recent tendencies to a greater focus of the investment 
activity demonstrated in the largest United States incubators can be in- 
terpreted: 
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- Safeguard Scientific: concentration of the investment activity in 
companies active in the internet infrastructure sector; 

- ICG: activities related to the B2B marketplaces; 

- CMGI: announcement of a complete reorganisation of the group in 
six different business lines business. 

The investment activity is almost exclusively orientated to the domestic 
market, with at times a reduced diversification towards UK companies. 
A possible trend in the coming years will be a move towards the Euro- 
pean market. 

2. UK: in the UK there were 24 Private Equity companies identified, 
quoted on the London Stock Exchange, on the AIM segment, of which 
7 were incubators and 17 investment companies. None of the quoted 
companies were included in the technological index; the quotation on 
the AIM does not appear particularly significant in terms of compatible 
with quotation on a growth market, given the extreme variety of the 
companies involved; in particular, the Investment Companies quoted on 
the AIM do not appear to be “innovative” companies, nor with high 
growth rates, limited to providing support in terms of capital to compa- 
nies in the advanced phase of development and with consolidated busi- 
ness models (ex. Inflexion Pic.). For the Incubators of the old genera- 
tion (1999), it is possible to note a general tendency to the focus on 
specific investment sectors (an exception is represented by the 3i 
Group), that already from 2000 consented the forecast of the realisation 
of positive margins (ex. New Media Spark, specialised in Internet). 
Some of the companies quoted in 1 999 already had companies in port- 
folio that were quoted (ex. New Media Spark, 5 companies quoted out 
of 13). The investment activity is orientated towards the domestic mar- 
ket (prevalently), but also to other European countries (Scandinavia, 
Germany and France); only exception is the 3 i Group present in differ- 
ent countries where they operate locally. 

3. Switzerland: in Switzerland there were 10 Private Equity companies 
identified quoted on the Swiss Stock Exchange; they generally relate to 
investment companies of banking origin (ex. BB Biotech, BB Hitech, 
BB Medtech, all originating from Banque Bellevue). The Swiss stock 
exchange is characterised for the existence on the traditional listing of a 
segment dedicated to the investment companies equipped with an ad 
hoc regulation; within this, additional regulations are prepared that dis- 
cipline: 
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- the clear clarification of the underlying principles to investment pol- 
icy; 

- the clear clarification of the valuation criteria of the companies in- 
vested in, especially if not quoted (periodic valuation - 6 months - 
of the asset not quoted); 

- the clear clarification of the risk components of the business; 

- a more precise publication of the annual and six-monthly financial 
statements, that in justified cases may be requested at shorter inter- 
vals; 

- a minimum investment level requested at the moment of the quota- 
tion. 

The investment activity is orientated to the following markets: Switzer- 
land, USA, UK, Germany, Israel and Scandinavia. 

4. Germany and France: the research has shown the presence on the Neuer 
Markt and on the Nouveau Marche of a very small number of Private 
Equity companies quoted; in particular: 

- Excluding the dual listing of BB Biotech (quoted since October 
2000 also on the Nuovo Mercato and thus a triple listing), only one 
venture capital company is quoted on the Neuer Markt (Blue-C 
since August 28, 2000); 

- 5 companies (all Venture Capital) are quoted on the Franckfort 
Stock Exchange in the SMAX segment (similar in some respects to 
the new STAR segment of the Italian Stock Exchange), dedicated to 
companies of medium capitalisation, defined as of quality, not nec- 
essarily high tech; 

- Only 2 venture capital companies on the Nouveau Marche (Altamir 
and Astra-Tech since 1997). 

The activity of investment is orientated to the following markets: Ger- 
many, France, UK, Israel and Scandinavia. 

5. Holland and Sweden: in Holland there is an Incubator (Newconomy) 
quoted on the New Holland Market on the AEX NM, and invests in the 
Benelux, UK and France. In Sweden there is an Incubator (Ledstiernan) 
and a Venture Capitalist on the Swedish New Market (Core ventures), 
which invests in Sweden, UK and USA. 
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3.3 Some Considerations on the Performances 

Examining the trend of the shares of the quoted companies in the period 
October 1 999 - October 2000, it is possible to note important differences 
in the results of the three macro-categories. 

Return 

Compared to the reference markets the quoted incubators were under- 
performed: an explanation could be that the investors perceive negatively 
the high business risks in the sectors operating in (high rate of failure of 
the start ups). 

The investment companies quoted instead were overperforming; return- 
ing to what was previously said, this result could be due to the reduced 
risks of the projects in which the companies invest in (expansion or in- 
vestment in other quoted companies). 

Volatility 

The average volatility of the incubators within the sample (expressed in 
this case as the percentage difference between actual price and maximum 
price) is more contained compared to that in the investment companies 
(comparison Fig. 3.6 and Fig. 3.7). 

This can depend on different factors: 

- less visibility of the incubators quoted, reduced volumes traded, and 
thus variations in the price more contained, vice versa for the investment 
companies; 

- the companies in portfolio of the investment companies are prevalently 
quoted, thus inherently sensitive to the trend of the financial market that 
it belongs to. 

The analysis of the results of venture capitalists was more complex, as it 
was not possible to identify a common line, but rather a trend that at times 
is close to that of the incubators (lower returns and contained volatility) 
and at times that of the investment companies (higher returns and volatil- 
ity), probably in relation to the orientation and characteristics of the com- 
pany (number of companies in portfolio, sectorial diversification, know 
how, track record and perception of the investors etc.). 
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4 The Venture Capital Industry in Europe: Trends 
and Figures 



Lucia Spotorao 



4.1 Introduction 

The term venture capital has different meanings depending on the context 
it is referred to. 

In the US it comprises three types of investing - seed, start-up and ex- 
pansion investments for companies previously funded by venture capital- 
ists'. Therefore, neither buyouts financing nor middle market private com- 
panies funding is considered venture capital investing. These types of 
activities are labeled “non-venture private equity investments”. 

On the other hand, in Europe the boundaries between venture capital 
and non venture private equity are less well-defined. For example, the 
European Venture Capital Association (EVCA) collects data on the Euro- 
pean private equity industry without differentiating between venture and 
non venture expansion financing. Moreover, due to national legislation and 
to different structures of the financial intermediaries, in some countries US 
venture type investments are made by institutions that do not meet the cri- 
teria of the EVCA definition of private equity and are thus left out of its 
data collection process^ Therefore, as EVCA is the main source of data 
about the European venture capital market, any comparison with the US is 
biased. However, comparing the two is essential in order to analyse the 
growth patterns of the European industry. The US model has been highly 



' Seed capital is typically used to finance initial product research and development 
and to assess the commercial potential of ideas. Startup investments are targeted at 
companies that have moved past the idea stage and are starting to produce, market 
and sell their product. Investments in either seed or startup stage are also referred 
to as early stage investments. After a company has passed through the early stage, 
it becomes a potential candidate for expansion stage investing. In the expansion 
stage, a company that has already established its products in the marketplace often 
needs additional capital to fund the growth of its manufacturing and distribution 
capacity and to finance further R&D. 

2 This is the case of Germany, where banks provide small and medium sized en- 
terprises with capital. No data are available to estimate the extent of this activity. 
See Ooghe et al. 1991. 



286 Lucia Spotorno 



successful in spurring innovation and economic growths Thus, only a bet- 
ter understanding of the differences betw^een the US and European venture 
capital industries may help to shed some light on the ability of the Europe- 
ans to duplicate US results. 

From this perspective, the present study examines the economic founda- 
tions of the venture capital market, describes its institutional structure and 
analyses its development in Europe and in the US. It emphasises two 
themes. The first is that the US model cannot be seamlessly transferred 
abroad. Different employment practices, regulatory policies, public market 
conditions and quality levels of companies seeking venture capital influ- 
ence the performance of investing. The second topic is that even among 
European countries there are differences in venture capital investing pat- 
terns. Therefore it is not correct to address the European venture capital 
industry as a homogeneous whole. 



4.2 The Venture Capital Market: an Overview 

Venture capital encompasses three different markets: the organised venture 
capital market, the market for angel capital and the informal venture capi- 
tal market (Fenn et al. 1995). 

Angel capital, which is regarded as a critical source of seed capital, re- 
fers to investments in small, closely held companies by wealthy individu- 
als, many of whom have experienced operating similar companies. Angels’ 
investments range from $50,000 to $500,000, and there is evidence to sug- 
gest that angel capital represents the largest pool of risk capital in the US 
and the UK (Wetzel 1981; Harrison 2000). Angel capitalists may have 
substantial ownership stakes and may be active in advising the company. 
Their expectations in terms of investment results are often low when com- 
pared to those of professional venture capitalists as they are usually moti- 
vated by non financial rewards'*. 



^ The National Venture Capital Association Annual Study on the economic impact 
of venture capital in the US reveals that between 1991 and 1995 venture backed 
companies increased their staffs on average 34% per year. During the same period, 
Fortune 500 companies laid off staff by 4% per year. See: Jeng and Wells 2000. 

'' The list of nonfinancial considerations includes ventures creating jobs in areas of 
high unemployment, ventures developing socially useful technologies, ventures 
contributing to urban revitalization, ventures created by minority or female entre- 
preneurs, the personal satisfaction derived from assisting entrepreneurs to build 
successful ventures in a free enterprise economy (see Wetzel 1981). 
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Angel capitalists typically learn of investment opportunities through a 
network of friends and business associates. Tapping this informal network 
for an entrepreneur is not easy as no reliable source of references exists. 
By the same token, angels largely rely on random events to bring invest- 
ment opportunities to their attention. Therefore, in spite of its considerable 
size, the market for angel capital is fragmented and highly inefficient. 

In the informal venture capital market, securities are sold to institutional 
investors and accredited individuals. Investors do not have an active role 
neither in negotiating the terms of the investment nor in monitoring the 
company, as insiders typically remain the largest and only concentrated 
group of investors. 

On the other hand, the organized venture capital market encompasses 
professionally managed investment in new or young ventures equity. In- 
vestment management is supplied by specialised intermediaries, who raise 
money from individuals and institutions, identify investment opportunities, 
structure and execute deals with entrepreneurial teams and monitor in- 
vestments in order to achieve some return on their capital. Their stake in 
the company is usually large, even though not always a controlling one. 
They typically become members of the board of directors and retain im- 
portant economic rights in addition to their ownership ones. 

Through the services they offer, venture capitalists allow the funding of 
high risk ventures which would otherwise not be financed. Venture capital- 
ists thus create a unique link among investors and issuers. The former are 
attracted to the venture capital market by the high expected returns and 
diversification benefits that this kind of investment provides to their port- 
folio, but lack the experience and the abilities needed for structuring, 
monitoring and exiting deals. The latter are firms that cannot raise money 
from cheaper sources. They are usually companies developing either inno- 
vative products or firms innovating the way an existing product is mar- 
keted. Both are projected to show very high growth rates in the future. 

Besides independent venture capital firms, that raise their funds through 
the market and aim at extracting the maximum value from the portfolio 
companies they invested in, captive firms also operate in the markef. 



^ Captive funds are prevalent in Europe, while almost absent in the US. Funds are 
labeled “captive” if more than 80% of their financing derives from one source. In 
Europe, new funds raised by captives were 1 8,7% of total new funds raised over 
the 1996-2000. 

In 2000, new funds raised by captives were 23,5% of total in France, 40,3% in 
Germany, 23,9% in Italy, 20,5% in the UK. In the US, funds managed by subsidi- 
aries of financial and industrial firms over the 1996-2000 period were 7,1% of to- 
tal capital under management in 2000. 
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These are usually either banks, financial companies or industrial corpora- 
tions subsidiaries. Their goals are not limited to the financial return on 
their investing, as captive firms activity also allows the backing institutions 
to acquire some strategic advantages. Once nurtured, portfolio companies 
may become either new customers or acquisition targets. Moreover, fund- 
ing new businesses through specialized subsidiaries may attract corpora- 
tions as a mean to learn about innovative and fast growing technologies 
whose internal development would be time consuming and risky. 

A third kind of organized venture capital firms is formed by those partly 
funded by government agencies and private endowments. In this case, in- 
vestments are usually focused on specific recipients in order to foster local 
development and social promotion. Return on investments, even if always 
a major interest, is thus coupled with considerations of non economic 
character. 



4.3 How Venture Capital Works 

The beginning of an organised venture capital industry in the US is usually 
dated to 1946. In 1946 the American Research and Development Corpora- 
tion (ARD), a publicly traded, closed-end investment company was 
formed. ARD was created “(•■)• to devise a private sector solution to the 
lack of financing for new enterprises and small businesses. (Fenn 
1995), an issue of great concern in the early 1930s and 1940s. Besides the 
funding of new businesses, ARD aimed at providing managerial expertise 
to the companies it financed, as adequate management skills and experi- 
ence were thought by ARD founders a critical ingredient for success in 
business venturing. 
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In spite of its unique features and persistent promotional efforts, ARD 
did not succeed in attracting much interest among investors. Moreover, no 
other publicly traded venture capital company was formed before 1959, 
when Small Business Investment Companies (SBICs) were established by 
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law*. During those thirteen years, besides ARD, in the US money was pro- 
vided to new high risk businesses by private venture capital companies. 
These were often created by wealthy families in order to invest their riches 
and did not act as intermediaries between investors and companies. There- 
fore, as private venture capital companies did not tap the market for re- 
sources, their scope was limited by the amount of money their founders 
were able to provide. 

Not before the late 1960s the now prevailing organisational form in the 
US industry, the limited partnership, came to age’. From that time on 
though, it spread at increasing pace, as fund raising and investment activity 
started growing. According to Venture Economics data, by 1987 two thirds 
of the U.S. industry capital was invested in limited partnership. 

The limited partnership success is due to its ability in addressing con- 
flicts between investors, venture capitalists and funded firms. When fund- 
ing high growth companies through venture capital firms backing, inves- 
tors give up the monitoring of each individual venture because of its high 
cost. However, they must protect themselves from the losses that originate 
from conflicts of interest with venture capitalists, which act as their agents. 
As a matter of fact, in the industry there is a high degree of information 
asymmetry, which gives venture capitalists many opportunities to take ad- 
vantage of their privileged position. Unresolved agency problems between 
venture capitalists and investors eventually mean a higher cost of capital 
for the businesses which are financed, as funds committed shrink while 
perceived risks increase. Adverse selection phenomena might thus occur, 
further hindering the flow of funds from investors to businesses. 



* SBICs were established by Congress Legislation in 1958, in order to promote 
venture capital investments by individuals. SBICs are private corporations li- 
censed by the Small Business Administration (SBA), a federal agency. They aim 
at supplying new ventures with capital and manageral skills. SBICs can leverage 
their capital through low cost loans from SBA and can take advantage of several 
tax benefits. On the other hand their investments are limited to non controlling 
stakes in companies whose minimum size is restricted by law. Besides that, due to 
the fact that SBICs are required to make interest payment over SBA loans, origi- 
nally SBICs financing was mainly addressed to later stage, cash generating ven- 
tures. Despite the initial success of the program, by 1976 the number of SBICs 
was depleted to a third. This was mainly due to unsound management practices 
and self dealing, which made SBA revoke almost half of the licences it had 
granted. 

’ Tommy Davis and Arthur Rock are credited with developing the first limited 
partnership in 1961 (see Bygrave and Timmons 1992). 
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Moreover, venture capitalists are involved in an agency relationship 
with the entrepreneurs they finance and have to address the conflicts pro- 
ceedings from it. 

In order to increase the market efficiency, during the years the industry 
operating procedures and contracting practices adapted in order to limit 
agency costs (Sahlman 1990). In this respect, the limited partnership 
agreement provisions have proofed highly effective. 

Morover limited partnerships are investment vehicles that enjoy a fa- 
vourable tax treatment provided that certain conditions are fulfilled. Their 
income is taxable at the individual investor level only. 

Therefore, double taxation problems are avoided. In addition, the gain 
on the securities possibly distributed by the partnerships is recognised as 
taxable income when the assets are sold and not at the distribution stage. 
This makes the limited partnerships an attractive way to address manage- 
rial compensation problems through stock options and other forms of per- 
formance based compensation. 

Two different kind of partners are involved in it: general partners and 
limited partners. General partners manage the funds they raised from lim- 
ited partners, investing them in promising ventures. General partners 
commit only a small part of the total amount of cash raised but bear unlim- 
ited liability*. On the other hand, limited partners’ liability is limited to the 
funds they committed, provided that they not participate in active man- 
agement. However, limited partners are almost always permitted to vote on 
key issues such as amendments of the limited partnership agreements, gen- 
eral partners removal and the partnership ending before its termination 
date. 

The economic life of the partnership is usually set at ten years, even 
though most partnership agreements include an extension period provision. 
During the first three to five years the partnership’s capital is invested. In- 
vestments are then managed and gradually liquidated. At the end of the 
partnership existence, all cash and securities are distributed. 

The partnership managers usually raise a new and legally separated ve- 
hicle when the investment stage at an existing partnership has been com- 
pleted. Thus, general partners tend to manage different funds at the same 
time. 

If they are to raise new cash, general partners must establish a favour- 
able track record. The importance of a favourable track record is twofold. 
On one hand it directly strengthens the general partners reputation for in- 
vesting successfully. This reduces the costs and the amount of time needed 



* On average, funds committed by general partners are 1% of the total amount 
raised. (Sahlman 1990). 
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in order to set up new partnerships. On the other hand, by making the gen- 
eral partners able to form new vehicles, a favourable track record builds up 
their ability to collect funds in the future, as experience itself is regarded as 
an asset. 

In order to collect money, the general partners tend to turn first to inves- 
tors that funded their previous vehicles. Funds are often raised in several 
closing stages. This allow the general partners to signal to the investment 
community that a fund is being successfully raised, implying a favourable 
evaluation by those who have already committed their funds. Investors 
who are familiar with the general partner ability are usually more prone to 
infuse cash, provided that they have a long-term commitment to venture 
capital investing. Therefore, as the process of forming new partnership can 
be very costly and lengthy, the stability of an experienced investors’ base 
is crucial in order to limit the costs of business venturing’. 

However, a good reputation is not enough an incentive to behave prop- 
erly, especially when the general partners are either at the beginning or at 
the end of their careers. Thus, the provisions of the partnership agreements 
work as incentive mechanisms to align general and limited partners’ inter- 
ests. 

General partners’ opportunistic behaviour is prevented through adequate 
performance incentives - which comprise the terms of the general partners 
compensation structure and the way fees and profits shares are calculated - 
and through direct control mechanisms. General partners receive a yearly 
management fee, which usually ranges from 1% to 3% of the total capital 
committed, depending on the size of the fund. They are also entitled to a 
share of the profits over the life of each partnership they manage (carried 
interests). 

Carried interests are the bulk of the general partners’ compensation and 
may be several times larger than the management fees. They are most of- 
ten set at 20% of the partnership’s net return (Gompers and Lemer 1998). 
This entails “....that the venture capitalists have incentives to engage in ac- 
tivities that increase the value of the carried interest, which is precisely 
what benefits the limited partners....” (Sahlman 1990). 

However, this compensation structure (and especially the general part- 
ners’ claim on profits) make venture capitalists apt to increase risk taking 
beyond reasonable levels. Their share of the capital initially committed to 
the partnership is small. Moreover, even if general partners bear unlimited 
liability, bankruptcy is a far off possibility, as venture capital partnerships 
typically do not borrow money. General partners’ loss in case the partner- 



’ In the US, pension funds investing allows venture capitalists a low cost access to 
long term capital. 
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ship’s investments yield negative results is thus restrained to a limited 
amount of money. On the other hand, if the partnership investments yield 
positive results their profits share is considerable. 

Therefore, partnership agreements also protect the interests of the lim- 
ited partners through covenants that place restrictions on investments and 
on certain other activities of the general partners. Partnership covenants 
thus usually limit the percentage of the capital that may be invested in a 
single venture or constrain the aggregate size of the partnership’s two or 
three largest investments. Covenants may also forbid investments that de- 
viate from the partnership primary focus (e.g. LBO investments), and re- 
strain the use of debt. Partnership agreements may also call for mandatory 
distribution of realised gains, restrict co-investment with the general part- 
ners’ earlier or later funds and restrain the ability of the general partners’ 
or their associates to co-invest selectively in the partnership deals. 

Once the partnership is created and funds are raised, venture capitalists 
start their investment activities. 

Venture capital firms choose to manage a relatively non diversified port- 
folio of highly risky investments in the management of which they are in- 
tensely involved so that losses are limited. As expertise acquired with pre- 
vious investments is crucial in this respect, venture capital partnerships 
tend to specialize by industry and by geographic area, thus forcefully giv- 
ing up diversification benefits. Survival in the long haul is based on the 
ability to select and foster big winners. 

The partnership investment activity is usually divided in four stages. 
First, investments are selected. Then deals are structured. Terms and con- 
ditions of the relationship between the venture capitalist and the entrepre- 
neur are defined. At this point, the venture capitalist is entitled to actively 
participate in the management of the company. Finally, once her invest- 
ment is ripe for cashing in, the venture capitalist liquidates it by either tak- 
ing the company public or through the private sale of her stake. 

The investment selection stage involves dealing with a severe sorting 
problem. In the US, only 1% of the investment proposals received by the 
general partners are accepted. Proposals are screened during an extensive 
due diligence process. As little information about the ventures is publicly 
available, venture capitalists must rely on information they collect by 
themselves during the sifting process. 

Sometimes, the partnership judgement is validated through syndication. 
Syndication as a mean for the general partners to double check their think- 
ing about a promising firm they are willing to fund is frequent in US high 
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technology ventures at first-round investments'". Syndication is also due to 
the size and the location of the deal. Larger deals are financed via syndica- 
tion as partnerships’ provisions may prevent a single fund to acquire a con- 
trolling stake in the company. Syndication is even used when the company 
location is far away from the general partners’. In this case, extensive 
monitoring may be costly. Therefore, local monitoring is delegated to a 
geographically closer venture capitalist involved in the deal. 

Finally, investments’ sharing proposal informally oblige others to return 
the favour in the future. Therefore, syndication is a mechanism for limiting 
investing costs. 

The structuring stage of the deal involves negotiating an investment 
agreement that settles the main facets of the relationship between the ven- 
ture capitalist and the company. The amount of ownership the partnership 
is to acquire in the company is determined and managerial incentives are 
defined. The partnership ability to exert control over the firm if its per- 
formance suffers is established as well. 

The investment agreement with the company is called the stock- 
purchase agreement. It fixes the amount and timing of the investment. 
Venture capitalists typically infuse cash in the company at different 
rounds. At each round, funding allows the company to reach the following 
stage of development only. At that time, further capital will be required to 
keep on growing. 

On one hand, should the company prospects fade, investment staging 
makes venture capitalists able to abandon the project before serious losses 
are incurred. On the other hand, investment staging provides a mechanism 
to prevent the company’s management misbehaviour. As venture capital- 
ists restrict capital commitments, they can credibly threat to drop the ven- 
ture before it accomplishes its business plan. Investment staging even al- 
lows venture capitalists to prevent the company from getting funds 
elsewhere as “...by denying capital, the venture capitalist signals to other 
capital suppliers that the company in question is a bad investment risk...” 
(Fenn 1995). 

In the US, many venture capitalists fund companies purchasing con- 
vertible preferred stocks. Preferred convertible stocks offer two advantages 
to venture partnerships. First, preferred convertible stocks holders are paid 
before common stocks holders. Hence, venture partnerships’ risks are re- 



“...venture capitalists, upon finding a promising firm, typically do not make a 
binding commitment to provide financing. Rather they send the proposal to other 
investors for their review. Another venture capitalist’s willingness to invest in the 
firm may be a important factor in the lead investor’s decision to invest....”, cit. in 
Lemer 1994. 
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duced. Second, preferred convertible stocks make management intensify 
its effort to produce value, as management typically holds common stocks. 
If the company is only marginally successfully and payments go first to 
preferred stocks holders, common stocks value will be low. The implica- 
tion is that management is rewarded only if the company is remarkably 
successful. Therefore, it will try hard to pursue the best results. 

The agreement between the venture partnership and the company sets 
forth the conversion price for the stocks, which can vary according to the 
performance of the company. It also settle a liquidation preference. The 
convertible preferred stocks dividend payment is subject to the board of di- 
rectors’ approval. Nevertheless, some issues have provisions that call for 
accruing dividends. 

In the stock purchase agreement, governance issues are also addressed. 
Provisions usually grant the venture capitalist; boards membership, the 
right to inspect the company facilities, its books and records and the right 
to receive timely financial reports and operating statements. Moreover, 
even if the partnership holds preferred stocks, voting rights are typically 
granted on a as-if-converted basis. 

For early stage new ventures, the investment is often large enough to 
confer majority ownership. Alternatively, the partnership may obtain vot- 
ing control even without being the majority shareholder. At any rate, the 
partnership can exert a large influence on matters that come to a share- 
holder vote. 

Moral hazard risks are also reduced through performance incentives to 
the ventures’ management. A common provision in the venture capital fi- 
nancing is the “equity earn-out”. Should certain performance objectives be 
met, the equity earn-out provision grants management an increase in their 
ownership stake at the investors’ expenses. On the other hand, misuse of 
capital is severely reproached. Thanks to the investment staging, venture 
capitalists may deny further cash. Even if they grant more money to the 
company, at any cash infusion, management equity share is diluted at in- 
creasing rates. As a result, the venture management is encouraged to save 
capital. 

Besides monitoring and governing the company though, general part- 
ners furnish managerial assistance, helping companies arrange additional 
financing, hire top management, recruit knowledgeable board members. 
Moreover, general partners are active at the strategic level as generators of 
strategic initiatives. They may also be involved on the personal level as 
friends, mentors and confidants of venture CEOs (Sapienza et al. 1994). 
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As Tyebjee and Bruno 1984 say “....once the deal has been consummated, 
the role of the venture capitalist expands from investor to collaborator...”". 

Once the investment has reached its exit stage, the venture partnership 
may exit either by taking the company public or via a private sale. In the 
latter case, stocks may be acquired either by an outside investor or bought 
back by the company. 

A public offering is usually the favourite mean to exit, as it generally al- 
lows the highest return on the venture partnership’s investment'^. It is also 
welcomed by the firm’s management, as it preserves its independence. 
Moreover, it provides the company with a cheaper access to capital by cre- 
ating a liquid secondary market for its securities. However, a public offer- 
ing seldom means a complete liquidation of the venture partnership’s in- 
terest in the firm. In the US, the partnership is usually restricted from 
selling its shares either by law or by the offering underwriter. 

A private sale can be very attractive if the new investor is willing to pay 
cash the securities and if her entering the firm’s capital ends the partner- 
ship involvement in the company. On the other hand, this exit route may 
be unsuitable to the company’s management, as the company might lose 
its independence. In order to avoid that, the partnership’s exit may take 
place through either a put of stock back to the firm or through a mandatory 
redemption. The former mechanism is used when the company has been 
funded through a common stock purchase and it is based on a valuation al- 
gorithm agreed in advance. The latter is used in case of preferred shares. 



" Cit. in Tyebee and Bruno 1984. Recent empirical evidence of venture capital- 
ists’ monitoring activity in the US is provided in Lemer 1995; Heilman and Puri 
2000; Kaplan and Stromberg 2000. Lemer 1 995 finds that venture capitalists are 
more likely to join or be added to the boards of private companies in periods when 
the chief executive officer of the company changes. He also documents that the 
number of general partners serving as company directors increases when the CEO 
lacks entrepreneurial experience. Heilman and Puri 2000, studying a sample of 
173 high technology start-up firms find that venture capital is associated with a 
significant reduction in the time to bring a product to market. Kaplan and StrOm- 
berg 2000, find that venture capitalists play a large role in shaping and recruiting 
the senior management team either by replacing a founding member or by hiring 
experienced executives. 

While many mechanisms exist to liquidate a fund, the most attractive option 
seems to be on average an IPO. A study conducted by Venture Economics and 
cited in Jeng and Wells 2000, finds that one dollar invested in a firm that eventu- 
ally goes public yields a 195% average return for a 4.2 year holding period. The 
same amount invested in an acquired firm only provides an average return of 40% 
over a 3.7 year average holding period. 
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Partnerships choose how and when to exit in order to obtain the maxi- 
mum value for their stake of the firm. Several studies document their valu- 
able role in public offerings (Megginson and Weiss 1991; Barry et al. 
1990). On average, companies backed by venture capitalists public offer- 
ings’ underpricing is lower than other companies’. This probably means 
the market rewards the company with a certification premium, as 
“...reputable partnerships do not bring lemons to market...” (Fenn 1995). 
Moreover, as usually the partnership that originally funded the company 
does not completely liquidates its stake at this stage, a lower underpricing 
reflects the value of the venture capitalist’s ongoing management activi- 
ties. 



4.4 The Venture Capital Industry Development in Europe 

Even though in the United Kingdom the first venture capital firm was 
started in 1945, the European venture capital market size was not compa- 
rable with the US one until the 1980s'\ However, the European industry 
took the lead in 1988 in terms of the investments made and almost had the 
same pool of available funds in 1989 (Ooghe et al. 1991). At that time 
though, more than half of the fund raising and investment activity was 
concentrated in the UK, while the Spanish, the Italian and especially the 
German industries lacked a significant size’''. 

During the 1990s the market extent increased in eveiy European coun- 
try, thanks to several factors. The creation of parallel secondary stock mar- 
kets provided an exit mechanism that stimulated new funds raising' ^ 
Moreover, many governments began to consider venture capital as benefi- 
cial to economic growth and started funding sponsorship programs. 



3i - Investing in industry - backed by the most important British banks and by 
the Bank of England, was created in 1945 in order to fund high growth businesses 
through equity and debt financing. 

However, as mentioned in the introduction, Germany venture capital market 
size may not be correctly estimated by EVCA due to the strict definition of ven- 
ture capital used when collecting data. 

The Unlisted Securities Market was created in the United Kingdom in the 1985, 
the Parallelmarkt in The Netherlands in 1982, the Second Marche in France in 
1983 and in Belgium in 1985, the Geregelter Markt in Germany in 1988. In 1998 
the Euro.NM circuit started working. 




298 Lucia Spotorno 



'in nnn . 


25.000 

c 

0 

1 20.000 

E 

° 15.000 

3 

III 

g 10.000 

UJ 

5.000 

0 






1 










j ■ Funds Raised 






1 


I □ Investments 

! 


iiiiiiiiti hit 

0>O^CMCO^lOCOh 

coo>o>o>a>o>oo)c 

oo>0)o>o)o>a>o)c 


^ a 

n Q 

n 0 

— ▼ 


1 

1999 





Fig. 4.2. Evolution of new funds raised and investments in the EU, 1989- 1999 
(Soiuce: Christofidis and Debande 2001) 



As Black and Gilson 1998 documented, there is a positive correlation 
between stock markets activity and the venture eapital industry size. The 
growth in new funds raised during the 1990s matched the increase in the 
number of newly listed companies in parallel markets both in Europe and 
the US (see Tables 4.1 -4.6). 

Stock markets attractiveness for young, fast-growing companies is cru- 
cial as it makes floating an effective divestment meehanism for venture 
capitalists. As returns achieved on investments exited through IPOs are 
higher than those attained on investments exited through alternative routes, 
IPOs availability reduces the perceived risk by investors, thus fostering 
their commitment to venture capital and therefore its cost. 

IPOs also create an incentive for the portfolio eompanies management. 
As mentioned, if the venture capitalist sells its stake through a flotation, 
the entrepreneur gets cash only if she sells some of her shares in the offer- 
ing, but she obtains an increased value and liquidity for unsold shares. 
Moreover, the contract between the venture capital fund or partnership and 
the portfolio company generally guarantee that the extra control rights that 
were initially given to the fund - including board membership and veto 
power over business decision - are released on an initial public offering 
whether or not the fund sells any shares at all in the IPOs. The venture 
capitalist thus retain only the control rights related to his proprietary 
shares. As she gradually relinquish his stake in the company, control is 
transferred to the entrepreneur. If regaining control is important to the en- 
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trepreneur, as this latter obtains it contingent on the firm’s success, she 
will exert more effort. 

On the other hand, when a trade sale is the only exit way, unless the 
company is able to buy back its shares, the control rights will shift from 
the venture capitalist to the acquirer of the venture capital fund’s stake. 

Table 4.1. Venture capital activity in Europe and the US: new funds raised 



(data in billions of 
dollars) 



Year 


1985/19 


1996 


1997 


1998 


1999 


2000 


Last five 


Last five 




89 Avg. 












years 


yrs. Avg. 
















avg. 


growth 


Europe® 


3,41 


8,51 


21,15 


18,78 


22,08 


40,63 


19,09 


59,74% 


France 


0,84 


3,23 


0,83 


2,96 


3,06 


5,64 


2,76 


67,12% 


Germany 


0,11 


0,43 


3,29 


2,14 


4,33 


5,57 


2,64 


189,16% 


Italy 


0,23 


0,81 


1,12 


1,01 


1,51 


2,62 


1,22 


38,00% 


Spain 


0,07 


0,07 


0,51 


0,66 


0,59 


1,79 


0,61 


220,47% 


UK 


2,04 


4,21 


15,12 


10,17 


9,25 


9,63 


8,41 


55,33% 


US 


3,05 


11,78 


17,1 


29,42 


59,9 


92,92 


35,69 


68,98% 



° European countries considered: Austria, Belgium, Denmark, Finland, France, 
Germany, Greece, Iceland, Ireland, Italy, The Netherlands, Norway, Portugal, 
Spain, Sweden, Switzerland, United Kingdom. 

Source: Ooghe et al. 1991; EVCA Yearbook andNVCA Yearbook, various issues. 



Table 4.2. Venture 
Raised/GDP 


Capital 


Activity 


in Europe and 


the US: 


New Funds 


Year 


1985/1989 


1996 


1997 


1998 


1999 


2000 


1996/00 




Avg. 












Avg. 


France 


0,07% 


0,21% 


0,06% 


0,20% 


0,24% 


0,44% 


0,23% 


Germany 


0,01% 


0,02% 


0,16% 


0,10% 


0,22% 


0,30% 


0,16% 


Italy 


0,03% 


0,07% 


0,10% 


0,09% 


0,14% 


0,24% 


0,13% 


Spain 


0,02% 


0,01% 


0,09% 


0,19% 


0,11% 


0,32% 


0,14% 


UK 


0,03% 


0,36% 


1,27% 


0,73% 


0,64% 


0,68% 


0,73% 


US 


0,07% 


0,15% 


0,21% 


0,34% 


0,64% 


0,94% 


0,46% 



Source: Ooghe et al. 1991; EVCA Yearbook and NVCA Yearbook. 
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Table 4.3. Venture capital activity in Europe and the US: total available funds for 
investment (data expressed in billions of dollars) 



Year 


1985/198 
9 Avg. 


1996 


1997 


1998 


1999 


2000 


Last five 
years 
av^. 


Last five 
yrs. Avg. 
Growth 


Europe® 


12,87 


10,5 


24,04 


“34,39~ 


“^^4” 


’ 447 b” 


28,58 


98,39% 


France 


2,08 


1,42 


1,49 


2,99 


10,88 


8,26 


5,01 


88,76% 


Germany 


0,55 


0,40 


2,44 


0,69 


4,27 


7,00 


2,96 


291,22% 


Italy 


0,40 


0,97 


1,49 


1,58 


1,65 


2,68 


1,67 


45,61% 


Spain 


0,34 


0,29 


0,29 


0,94 


0,90 


2,25 


0,94 


91,16% 


UK 


7,07 


5,04 


14,86 


18,91 


11,33 


14,8 


12,54 


115,02% 


US 


25,59 


48,9 


65,1 


90,9 


142,9 


209,8 


111,52 


55,76% 



° European countries considered: Austria, Belgium, Denmark, Finland, France, 
Germany, Greece, Iceland, Ireland, Italy, The Netherlands, Norway, Portugal, 
Spain, Sweden, Switzerland, United Kingdom. 

Source: Ooghe et al. 1991; EVCA Yearbook andNVCA Yearbook. 



Table 4.4. Venture Capital Activity in Europe and the US: Total Funds avail- 
able/GDP 



Year 


1984/198 
9 Avg. 


1996 


1997 


1998 


1999 


2000 


1996/00 

Avg. 


France 


0,22% 


0,09% 


0,11% 


0,21% 


0,84% 


0,64% 


0,38% 


Germany 


0,06% 


0,02% 


0,12% 


0,03% 


0,23% 


0,37% 


0,15% 


Italy 


0,10% 


0,08% 


0,13% 


0,15% 


0,16% 


0,25% 


0,15% 


Spain 


0,13% 


0,05% 


0,05% 


0,27% 


0,17% 


0,40% 


0,19% 


UK 


1,22% 


0,43% 


1,24% 


1,35% 


0,97% 


1,04% 


1,01% 


US 


0,59% 


0,63% 


0,79% 


1,04% 


1,55% 


2,12% 


1,23% 



Source: Ooghe et al. 1991 ; EVCA Yearbook and NVCA Yearbook. 



Table 4.5. Number of domestic companies newly listed - parallel markets 



Year 


1996 


1997 


1998 


1999 


2000 


Europe 


240 


316 


317 


380 


560 


France 


49 


62 


109 


62 


67 


Germany 


13 


24 


51 


121 


118 


Italy 


1 


0 


1 


6 


33 


Spain 


1 


2 


3 


1 


3 


UK 


131 


100 


69 


97 


265 



Source: FIBV, Annual Statistics. 
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Table 4.6. Total capital raised by newly listed companies over GDP - parallel 
markets 



Year 


1996 


1997 


1998 


1999 


2000 


France 


0,06% 


0,06% 


0,10% 


0,08% 


0,13% 


Germany 


na 


na 


na 


0,38% 


0,62% 


Italy 


0,00% 


na 


0,00% 


na 


0,34% 


Spain 


0,00% 


0,00% 


na 


na 


na 


UK 


0,04% 


0,05% 


0,03% 


0,05% 


0,19% 



Source: FIBV, Aimual Statistics. 

Government programs for assisting venture capital over the same period 
had a positive effect on the industry activity too. 

Even though no empirical analysis on this topic have been conducted for 
the European countries, an appropriate legal environment is deemed to 
have increased the level of private equity investment in Portugal, Ireland, 
the UK“, while the lack of any special legal structure for private equity 
firms and no tax and other incentives aimed at the industry are considered 
one of the main causes of the feeble signs of growth of the small Austrian 
market (Jeng and Wells 2000; Christofidis and Debande 2001). 

European governments intervening in the market varied widely. In some 
countries the government only provided a favorable legal and tax infra- 
structure while in other cases direct public funding was supplied. 

Where this happened, besides the creation of public sponsored venture 
capital funds, government support measures encompassed upside leverage 
schemes, provisions for the funds’ operating costs and downside protection 
schemes. All these measures were usually targeted to small funds, as they 
tend to invest more money in early stage businesses and in high-tech sec- 
tors while having less access to large institutional investors’ money. 



In the UK, the Inland Revenue started the Venture Capital Trust scheme in 1995 
in order to encourage individuals to invest in small, higher-risk, non listed trading 
companies. Venture Capital Tmsts (VCTs) are similar to investment trusts. After 
their initial fund raising VCTs shares are quoted on the London Stock Exchange. 
Individuals who invest in VCTs are entitled to some important tax advantages on 
shares acquired up to a maximum of £100,000 per tax year. In order for a com- 
pany to qualify as a VCT, at least 70% of its investment by value throughout its 
most recent accounting period must have been newly issued shares or securities in 
companies not listed on the official list of any stock exchange. The gross asset 
value of the company funded by the VCT must not exceed £15 million. 
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Leverage schemes usually allow the sources of a venture capitalist’s 
fund to borrow an equivalent amount of soft money. This type of scheme 
enables the fund to gear up the scale and the returns from investing to the 
benefit of the private equity investors. Support programs for operating 
costs coverage are tapped by small funds to make more of the money 
raised available for investing. 4 to 5% of finance raised are required to 
cover the operating costs of the venture capital management activity for 
specialized, early stage technology funds. Thus, without any external sup- 
port, a substantial proportion of the total of a small fund could be “lost” in 
payments to its management rather than being allocated to the portfolio 
firms. This would discourage potential backers. The down-side protection 
schemes are mechanisms, either under the form of an instituted public 
supported insurance scheme or under the form of public sharing in the cost 
of investment, so that the loss burden on the venture capital fund in case 
the project fails decreases. 

However, the general activity growth in the 1990s did not cancel out the 
deep disparities among European countries. Venture capital activity is un- 
evenly spread across Europe. Moreover, after a period of crisis lasting until 
the first half of the 1990s, the US market started an impressive recovery. 
As a result, the European market now lags behind the US. 

In cumulative terms, the UK market represents half of the private equity 
funds raised in the EU. France and Germany follow. Even measuring in- 
vestment activity in percentage of gross domestic product, the UK ranks 
first in Europe both in the 1984/1989 period and in the 1996/2000 one. 
However France and Germany’s average growth of new funds raised in the 
last five years is higher (especially in the case of Germany). 

The comparative size of the private equity markets can be appraised also 
comparing the annual amount of private equity investment (see Table 4.7). 
The gap between the amount invested in venture capital per inhabitant in 
the US and in the EU has been increasing since the mid 1990s. 

Besides size, there are other remarkable disparities across countries, 
starting from the sources of funding (see Table 4.9). 

As for Europe, both bank subsidiaries and pension funds are the major 
sources of cash (contributing for 29% and 25% of the total amount of 
money raised over the 1996/2000 period), while in the US banks subsidiar- 
ies’ cash infusion in venture capital funds reaches the 14% of the total 
funds collected only. In the US, pension funds are the main contributors to 
venture capital backing (46% of the total amount raised). 

Within Europe however, while in the UK most of the cash raised over 
the 1996/2000 period came from pension funds, banks were the main 
sources in Germany, France, Italy and Spain. Apparently, pension funds 
tend to be less active in the latter two. This is probably due both to the lim- 
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ited amount of money pension funds raise and to the limits the law im- 
poses to their investing activity. In Germany and France though, there is a 
notable increase in pension funds contribution to venture capital financing 
over the most recent years (see Table 4.9). In Germany, even insurance 
companies have increased their participation in the market. 



Table 4.7. Investments in year (Source: Ooghe et al. 1991; EVCA Yearbook and 
NVCA Yearbook) 





Avg. 

1984/ 

89 


1996 


1997 


1998 


1999 


2000 


Avg. 

1996/00 


Avg. 

1996/00 

growth 


Europe® 


2,59 


8,62 


10,96 


16,20 


23,55 


32,30 


18,33 


39,37% 


France 


0,44 


1,08 


1,43 


2,00 


2,64 


4,90 


2,41 


47,49% 


Germany 


0,10 


0,91 


1,51 


2,20 


2,96 


4,40 


2,40 


48,76% 


Italy 


0,16 


0,66 


0,68 


1,05 


1,67 


2,74 


1,36 


45,25% 


Spain 


0,07 


0,25 


0,30 


0,41 


0,68 


1,04 


0,53 


44,51% 


UK 


1,48 


3,78 


5,70 


8,92 


10,79 


12.18 


8,27 


35,32% 


US 


3,29 


11,21 


17,21 


21,98 


59,37 


103,49 


42,65 


81,41% 



° European countries considered: Austria, Belgium, Denmark, Finland, France, 
Germany, Greece, Iceland, Ireland, Italy, The Netherlands, Norway, Portugal, 
Spain, Sweden, Switzerland, United Kingdom. 



Table 4.8. Investments in year/GDP 





Avg. 

1984/89 


1996 


1997 


1998 


1999 


2000 


Avg. 

1996/00 


France 


0,03% 


‘0,0^7% 


0,10% 


'o,r4%^ 


‘0,21% ‘ 


0,38%' 


048% 


Germany 


0,01% 


0,04% 


0,07% 


0,10% 


0,16% 


0,23% 


0,12% 


Italy 


0,02% 


0,05% 


0,06% 


0,10% 


0,16% 


0,25% 


0,13% 


Spain 


0,03% 


0,04% 


0,05% 


0,12% 


0,13% 


0,19% 


0,11% 


UK 


0,22% 


0,32% 


0,48% 


0,64% 


0,92% 


0,86% 


0,64% 


US 


0,07% 


0,14% 


0,21% 


0,25% 


0,64% 


1,05% 


0,46% 



Source: Ooghe et al. 1991 ; EVCA Yearbook and NVCA Yearbook. 
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Table 4.9. Sources of funds by investor type 


Avg. 

1984/89 


Cor- 

porate 

Inves- 

tors 


Private 

Indivi- 

duals 


Gov. 

Agen- 

cies 


Bank 

subsidia- 

ries. 


Pen- 
- Sion 
Fund 

s 


Insu- 

rance 

Comp. 


Aca- Other 
demic 
Institut. 


Europe® 


8% 


5% 


10% 


28% 


17% 


12% 


0% 


18%**** 


France 


11% 


4% 


2% 


37% 


3% 


13% 


0% 


31%**** 


Germa- 


32% 


3% 


5% 


41% 


4% 


7% 


0% 




ny* 


















Italy 


8% 


5% 


15% 


36% 


1% 


3% 


0% 


31%**** 


Spain 


14% 


3% 


22% 


40% 


13% 


1% 


0% 




UK 


5% 


4% 


2% 


19% 


20% 


11% 


0% 


39%**** 


US 


13% 


11% 


Na 


12%*** 


40% 


12%*** 


Na 


9%** 




Avg. 


Corp 


Private 


Gov. 


Bank 


Pen- 


Insur- 


Aca- 


Other 


1996/00 


orate 


Indi- 


Agen- 


subs. 


sion 


ance 


demi 






Inves 


viduals 


cies 




Funds 


Comp. 


c In- 






tors 












sti- 


















tut. 




Europe® 


10% 


7% 


4% 


29% 


25% 


14% 


1% 


10,6%**** 


France 


11% 


4% 


2% 


32% 


10% 


10% 


0% 


31,7%**** 


Germa- 


8% 


8% 


9% 


43% 


14% 


13% 


0% 


5,72%**** 


ny* 


















Italy 


14% 


14% 


1% 


43% 


7% 


4% 


0% 


17,05%**** 


Spain 


9% 


6% 


7% 


42% 


9% 


5% 


0% 


21,83%**** 


UK 


10% 


5% 


4% 


19% 


36% 


14% 


1% 


12,38%**** 


US 


14% 


11% 


Na 


14%*** 


46% 


14%*** 


Na 


15%** 



° European countries considered: Austria, Belgium, Denmark, Finland, France, 
Germany, Greece, Iceland, Ireland, Italy, The Netherlands, Norway, Portugal, 
Spain, Sweden, Switzerland, United Kingdom. 

*for 1984/1989 data onWest Germany only 
** Endowments and Foundations. 

***Insurance and financial institutions. 

****Fund of funds, capital markets and not available data. 

Source: Ooghe et al., 1991, EVCA Yearbook and NVCA Yearbook. 

The distribution of investments by funding stage is documented in Table 
4.10. 

Compared to the US, European venture capitalists as a whole tend to fa- 
vor later stage financing, with seed and start-up investments collecting 
only a tiny fraction of funds committed. Investors seems to be attracted by 
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the less risky later stages as they offer apparently easier and faster oppor- 
tunities to achieve returns. Among the European countries, Germany has 
the highest portion of early stage investments, while UK and Italy have the 
lowest. Notably in the UK early stage investing has dropped dramatically 
over the last 10 years'^ 

Table 4.10. Investment Characteristics: Stages in % by amount invested 



1984/1989 


Early (Seed + Start- 
up) 


Expansion 


Repl. Capi- 
tal 


Buyout 


Europe° 


14% 


44% 


5% 


36% 


France 


12% 


56% 


11% 


17% 


Germany* 


20% 


44% 


1% 


34% 


Italy 


11% 


45% 


34% 


10% 


Spain 


36% 


41% 


11% 


10% 


UK 


11% 


37% 


1% 


50% 


US 


30% 


46% 


4% 


21% 


1996/2000 


Early (Seed + Start- 
up) 


Expansion 


Repl. Capi- 
tal 


Buyout 


Europe° 


11% 


34% 


6% 


48% 


France 


15% 


37% 


14% 


34% 


Germany 


38% 


50% 


3% 


19% 


Italy 


12% 


32% 


14% 


41% 


Spain 


12% 


59% 


5% 


24% 


UK 


4% 


24% 


5% 


67% 


US 


25% 


43% 


21% 


10% 



Source: Ooghe et al. 1991; EVCA Yearbook and NVCA Yearbook. 

Analyzing investment patterns by sector, even though the absolute 
amount of money channelled towards high technology sectors has in- 
creased dramatically in the last years, in Europe consumer-related products 
and services account for the main share of total investments and invest- 
ments in non high-tech sectors are 71% of the total. 



In this respect, Christofidis and Debande 2001, underscore a correlation existing 
between the funds raised by pension funds and the allocation of investment to later 
stages, reflecting the greater risk aversion of pension funds. 





306 Lucia Spotorno 



While in the US the investing share in high-tech sectors has been 80% 
over the 1996-2000 period, in Europe the combined technology based sec- 
tors represent around 29%. However, there are wide discrepancies among 
European countries. The share of high tech investing in Germany is almost 
37% of the total (though decreasing from 59% during the 1984/1989 years) 
whereas Italy ranks lowest with 14%. 

Among high-technology sectors, Intemet/digital content has attracted 
the bulk of venture capital investment. Biotechnology has attracted inves- 
tors mainly in Germany (where the percentage of high-tech investing is the 
highest among European countries)'*. 



'* New technology based firms have specific financing needs linked to the type of 
products under development. For instance, in the biotechnology businesses, prod- 
uct inception to market is traditionally a time consuming process, which covers 
several years. In such a case very little cash is available to the financial backers of 
the firm before divesting. As a result, equity finance is the almost only usable 
source of money. On the other hand, in the software business, the product has to 
be brought to the market in a very short timeframe. Income generation is rapid and 
allows the funding with a mixture of debt and equity. Moreover, ventures operat- 
ing in the software business need a shorter lapse of time to get to the divesting 
stage. This may make this industry more attractive than other high-tech sectors for 
risk averse investors. Therefore, comparing European venture capitalists’ invest- 
ment activity by sector with Americans’, the lower investing in biotechnology in 
Europe confirms the higher risk aversion of European venture capitalists. 
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Table 4.11. Investment Characteristics: Sector distribution in % by amount in- 
vested 

Average Investment Characteristics over the period 1984/1989 



Com- Com- Other Bio- Medi To- In- Con- Other Total 

muni- puter Elect- tech, cal/ tal dustri sumer Pro- non 

cations rela- ronics Heal high- al/Ene rela- ducts* high- 







ted 


Rela- 




th 


tech 


rgy 


ted 




tech 








ted 




Re- 


in- 








invest. 












lated 


vest. 










Europe 


3% 


9% 


6% 


4% 


3% 


25% 


2% 


23% 


50% 


75% 


France 


3% 


11% 


11% 


3% 


5% 


33% 


0% 


18% 


50% 


68% 


Germa- 


11% 


30% 


6% 


11% 


1% 


59% 


0% 


7% 


34% 


41% 


ny 

Italy 


2% 


5% 


4% 


1% 


1% 


13% 


2% 


23% 


33% 


58% 


Spain 


3% 


11% 


2% 


0% 


5% 


21% 


4% 


14% 


61% 


79% 


UK 


3% 


7% 


4% 


2% 


3% 


19% 


1% 


30% 


50% 


81% 


US 


11% 


25% 


10% 


6% 


12% 


64% 


1% 


11% 


24% 


36% 


Average Investment Characteristics over the period 1996/2000 




Com 


Com- 


Other 


Bio- 


Medi- 


Total 


In- 


Con- 


O- 


Total 




muni- 


puter 


Elect- 


tech. 


cal / 


high- 


dustr 


su- 


ther 


non 




cati- 


rela- 


ronics 




Healt 


tech 


iai/E 


mer 


Pro- 


high- 




ons 


ted 


Rela- 




h Re- 


in- 


nergy 


rela- 


ducts 


tech 








ted 




lated 


vest. 




ted 


ic 


invest. 


Europe 


9% 


9% 


4% 


3% 


5% 


29% 


27% 


19% 


25% 


71% 


France 


12% 


9% 


5% 


2% 


5% 


33% 


23% 


19% 


26% 


67% 


Germa- 


8% 


14% 


4% 


8% 


3% 


37% 


25% 


10% 


29% 


64% 


ny 

Italy 


9% 


2% 


1% 


1% 


1% 


14% 


33% 


17% 


36% 


86% 


Spain 


9% 


8% 


2% 


1% 


3% 


22% 


25% 


21% 


32% 


78% 


UK 


7% 


7% 


3% 


2% 


7% 


26% 


25% 


25% 


25% 


74% 


US 


42% 


18% 


5% 


6% 


9% 


80% 


3% 


6% 


11% 


20% 



° European countries considered: Austria, Belgium, Denmark, Finland, France, 
Germany, Greece, Iceland, Ireland, Italy, The Netherlands, Norway, Portugal, 
Spain, Sweden, Switzerland, United Kingdom. 

Other products comprises: industrial products and services, chemical and materi- 
als, industrial automation, other manufacturing, transportation, financial services, 
other services, agriculture, construction, mining, utilities and conglomerates. 

Source: Ooghe et al. 1991; EVCA Yearbook and NVCA Yearbook. 
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Divestment routes take also different forms in the European countries 
and the US. While in the US the ratio divestments by IPOs over divest- 
ments by trade sale is 0,84, in Europe the number of divestments by trade 
sales over the 1996/2000 period has been fivefold the number of public of- 
ferings (of which IPOs are a fraction only). However, besides the UK case, 
public offerings in Europe are becoming a more significant exit route (see 
Table4.15)>«. 

The recourse to exit mechanisms differs among European countries. In 
the UK, trade sales remained the most important exit route until 1998. 
Trade sales then dropped in 1999 to 22% from 51%, while divestment by 
other means (by repayment of preferential shares and principal loans) be- 
came the preferred exit route in 1999 and 2000. Until 1999, the UK had 
the highest level of exit through public offerings. The 2000 bear IPO mar- 
ket discouraged exit by public offering, which in 2000 accounted for 7% of 
divestments only. 

In France, even if trade sales are the most frequent divestment way, their 
amount fell considerably between 1998 and 2000, while in spite of a bear 
IPOs market, the amount divested through public offerings kept on being 
almost stable over the same years. In Germany, the 1998-2000 period wit- 
nessed a strong growth of divestment by means of public offerings, mostly 
due to the increasing number of IPOs. This reflects the dynamism of the 
Neuter Market, established in Frankfurt in March 1997 to enable young 
fast-growing companies to float their shares more easily. In Italy trade 
sales remain the most popular exit route, representing more than 50% of 
the amount cashed by venture capitalists. Public offerings and IPOs are 
becoming a more important exit route as the Italian stock exchange has 
gone through significant reforms leading to the creation of the “Nuovo 
Mercato” in June 1999, to sustain the flotation of new technology based 
firms. 



The percentage of divestments by public offering in the UK was 35% over the 
1991/1995 period. It dramatically dropped to 16% on average in the following 
years (1997/2000). 
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Table 4.12. Divestment Characteristics: amount per type (data expressed in bil- 
lions of dollars) 



1997/00 


Di- 


Divestment by 


Sale of 


Di- 


Di- 


Total 


avg. 


vestm 


public offering 


quoted 


vestment 


vestment 


Di- 




ent by 
trade 
sale 


Total 


Di- 

vestmen 
t by 

flotation 


equity 


by write- 
off 


by Other 
means 


vestme 

nt 


Europe 


3,28 


1,33 


0,47 


0,61 


0,59 


2,53 


7,72 


France 


1,00 


0,31 


0,04 


0,20 


0,08 


0,29 


1,68 


Germany 


0,28 


0,10 


0,05 


0,02 


0,13 


0,34 


0,86 


Italy 


0,20 


0,05 


0,02 


0,02 


0,01 


0,13 


0,39 


Spain 


0,09 


0,03 


0,02 


0,01 


0,01 


0,07 


0,19 


UK 


1,26 


0,56 


0,32 


0,28 


0,22 


1,50 


3,54 



° European countries considered: Austria, Belgium, Denmark, Finland, France, 
Germany, Greece, Iceland, Ireland, Italy, The Netherlands, Norway, Portugal, 
Spain, Sweden, Switzerland, United Kingdom. 

Source: EVCA Yearbook, various issues. 



Table 4.13. Divestment Characteristics: percentage per type 



1997/00 


Di- 


Divestment by 


Sale of quo- 


Di- 


Di- 


avg. 


vestment 


public offering 


ted equity 


vestment 


vestment 


by trade 


Total 


Di- 




by write- 


by Other 




sale 




vestment 




off 


means 








by flota- 














tion 








Europe 


42,46% 


17,18% 


6,13% 


7,85% 


7,65% 


32,70% 


France 


59,57% 


18,18% 


2,42% 


12,05% 


4,77% 


17,47% 


Germany 


32,52% 


11,40% 


5,85% 


2,44% 


15,04% 


39,48% 


Italy 


51,39% 


11,94% 


5,19% 


5,11% 


3,47% 


33,21% 


Spain 


44,90% 


15,72% 


10,58% 


5,78% 


4,73% 


34,69% 


UK 


35,56% 


15,74% 


8,95% 


7,78% 




42,36% 



° European countries considered: Austria, Belgium, Denmark, Finland, France, 
Germany, Greece, Iceland, Ireland, Italy, The Netherlands, Norway, Portugal, 
Spain, Sweden, Switzerland, United Kingdom. 

Source: EVCA Yearbook, various issues. 
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Table 4.14. 



Divestment Characteristics: Number of Venture Backed IPOs 





1996 


1997 


1998 


1999 


2000 


Europe®* 

US 


Na 

279 


na 

137 


239 

78 


149 

258 


249 

231 


Divestments Characteristics: Number of Venture Backed M&As 




1996 


1997 


1998 


1999 


2000 


Europe®* 


na 


Na 


965 


1241 


1308 


US 


115 


159 


197 


225 


275 



° European countries considered: Austria, Belgium, Denmark, Finland, France, 
Germany, Greece, Iceland, Ireland, Italy, The Netherlands, Norway, Portugal, 
Spain, Sweden, Switzerland, United Kingdom. 

* European Data refers to private equity divestments by flotation and trade sale. 
Source: NVCA Yearbook and EVCA Yearbook, various issues. 



Table 4.15. Percentage of divestments that are public offerings 





Average 

1991/1995 


1997 


1998 


1999 


2000 


Avg. 

1997/00 


Europe® 


Na 


15% 


19% 


21% 


14% 


18% 


France 


11% 


19% 


17% 


16% 


16% 


18% 


Germa- 


Na 


3% 


15% 


18% 


12% 


11% 


ny 

Italy 


4% 


11% 


9% 


10% 


17% 


12% 


Spain 


1% 


11% 


28% 


16% 


12% 


16% 


UK 


35% 


15% 


19% 


26% 


7% 


16% 



° European countries considered: Austria, Belgium, Denmark, Finland, France, 
Germany, Greece, Iceland, Ireland, Italy, The Netherlands, Norway, Portugal, 
Spain, Sweden, Switzerland, United Kingdom. 



(1) Source: Jeng and Wells 2000. 

(2) Source: EVCA Yearbook, various issues. 
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Table 4.16. Percentage of divestments that are trade sales 





Average 

1991/1995 


1997 


1998 


1999 


2000 


Avg. 

1997/00 


Europe® 


na 


49% 


54% 


37% 


33% 


42% 


France 


47% 


56% 


72% 


58% 


39% 


60% 


Germany 


na 


35% 


25% 


24% 


40% 


33% 


Italy 


61% 


66% 


58% 


37% 


56% 


51% 


Spain 


42% 


47% 


36% 


47% 


47% 


45% 


UK 


30% 


50% 


51% 


22% 


24% 


36% 



° European countries considered: Austria, Belgium, Denmark, Finland, France, 
Germany, Greece, Iceland, Ireland, Italy, The Netherlands, Norway, Portugal, 
Spain, Sweden, Switzerland, United Kingdom. 



Source: Ooghe et al. 1991; EVCA Yearbook and NVCA Yearbook. 



Table 4.17. Percentage of divestments that are write offs 





1997 


1998 


1999 


2000 


Avg. 1997/00 


Europe® 


12% 


6% 


7% 


8% 


8% 


France 


12% 


2% 


3% 


6% 


5% 


Germany 


16% 


2% 


19% 


18% 


15% 


Italy 


4% 


7% 


2% 


2% 


3% 


Spain 


5% 


6% 


4% 


4% 


5% 


UK 


11% 


5% 


5% 


5% 


6% 



° European countries considered: Austria, Belgium, Denmark, Finland, France, 
Germany, Greece, Iceland, Ireland, Italy, The Netherlands, Norway, Portugal, 
Spain, Sweden, Switzerland, United Kingdom. 



Source: EVCA Yearbook, various issues. 

US and European venture capital funds’ performance also differ. First of 
all, European venture capital funds return show a better result for later 
stage investments than for early stage ones (see Table 20). This may ex- 
plain the decreasing percentage of seed and start-up investments over the 
total amount devoted to venture capital activity during the 1990s (see Ta- 
ble 4.10). 
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Moreover, comparing the European venture capital funds’ return with 
other public asset classes, their performance looks poor for early stage 
funds. Even if results get better for later stage funds, they are probably still 
not good enough to compensate investors for the risk taken. In fact, lower 
risk asset classes’ return is comparable. 

On the other hand, in the US early stage investments return is higher 
than less risky later stage ones. The long term returns to US venture capital 
funds demonstrated a better performance than the European ones as well, 
probably thanks to the higher recourse to IPOs in exiting. 

Table 4.18. Cumulative net IRRs of European mature private equity funds 

Cumulative IRR (%) from Cumulative IRR (%) from 
inception to 31st Decern- inception to 31st Decem- 
ber 1996 ber 1999 



Fund Type 


Pooled 


Median To p quar- 
ter 


Pooled 


Median To 


p quar- 
ter 


Early stage 


5,7 


4,5 


27,2 


10,8 


9,2 


42,9 


Development* 


7,3 


5,4 


18,7 


11,9 


7,2 


29,8 


Buyout 


17,6 


15,5 


41,9 


19,6 


12,6 


43,9 


Generalist 


19,4 


1,3 


22,9 


12,4 


6 


22,6 


All private equity 


18,6 


6,6 


29,1 


14.5 


8,8 


33,9 



Source: Christofidis and Debande 2001. 
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Table 4.19. Mature private equity and comparators, net investment horizon re- 
turns to 3 1st December 1999 





1 Year 


3 Years 


5 Years 


10 Years 


Early stage 


European Venture Capital 


17,6 


19,9 


19,6 


15,0 


US Venture Capital 


247,9 


75,6 


63,2 


31,5 


MSCI Equity 


28,8 


29,8 


24,9 


16,9 


HBSC Small Cap 


81,4 


33,2 


24,6 


15,4 


JP Morgan bond 


-1,9 


7,1 


10,2 


7,9 


Development 


European Venture Capital 


56,0 


35,1 


27,0 


15,8 


US Venture Capital 


70,2 


33,8 


36,4 


26,5 


MSCI Equity 


29,2 


30,4 


25,3 


15,6 


HBSC Small Cap 


83,6 


35,3 


25,8 


13,6 


JP Morgan bond 


-2,1 


6,9 


10,1 


7,5 


Generalist 


European Venture Capital 


65,0 


31,4 


25,2 


17,5 


US Venture Capital 


122,0 


46,8 


39,8 


21,9 


MSCI Equity 


29,6 


29,8 


24,8 


16,7 


HBSC Small Cap 


85,5 


36,6 


26,4 


15,7 


JP Morgan bond 


-2,0 


5,9 


9,3 


7,2 


All equity 


European Venture Capital 


54,3 


29,5 


24,9 


16,3 


US Venture Capital 


146,2 


53,8 


46,4 


25,2 


MSCI Equity 


29,0 


28,9 


24,7 


17,0 


HBSC Small Cap 


83,8 


34,5 


26,1 


16,4 


JP Morgan bond 


-2,6 


5.4 


8,4 


6,9 



Source: Christofidis and Debande 2001. 



4.5 Conclusions 

Venture capital markets in the US and in Europe differ substantially both 
in terms of size and substance. Various combined considerations can spell 
out the gap between the two: the efficiency of exit mechanisms, the regula- 
tory environment, cultural differences in entrepreneurship, the maturity of 
the market. 

The high efficiency of IPOs as an exit mechanism compared to the 
available alternatives partly explains the bigger size of US venture capital 
industry. Venture capitalists are willing to finance young businesses, 
knowing that an active IPOs market will allow them to cash out if the start- 
up firm succeeds. While parallel secondary markets activity in Europe is 
taking off and therefore exiting investments through flotation is becoming 
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a feasible option, the importance of other factors, where the European lag 
is considerable, must not be understated. 

The development of the venture capital industry is affected by regula- 
tory changes in terms of capital gains taxation, investors legal obligation, 
labor regulation and the degree of intellectual property rights protection. 

Reduction of capital gains taxation has a significant effect on fund rais- 
ing, especially from small savers, as the British experience with Venture 
Capital Trusts has shown. Moreover, it can induce more corporate em- 
ployees to become entrepreneurs, as most of the reward from starting a 
business comes from the appreciation on the equity of the company. How- 
ever, only the UK and the Irish legislation provides for specific tax breaks 
for venture capital investments. 

Investors’ legal obligations affect venture capital fund raising as well. 
For example, the modification by the US Department of Labor of the Em- 
ployment Retirement Income Security Act’s “prudent man rule” in 1978, 
by allowing pension funds to invest in venture capital, made venture capi- 
talists able to cut the costs of raising money. Nowadays, pension funds are 
the main source of money for venture capital in the US. On the other hand, 
in Europe, only Finland, Ireland, the Netherlands and the UK have no legal 
restrictions on investment in equities by pension funds. 

A more flexible labor market encourage US employees to work for 
young, unstable companies and makes it easier to start a firm. Where 
strong layoff protections exist, as in Germany and Italy, the reduced mobil- 
ity of workers impose costs on start-up businesses and discourage their 
formation. 



Table 4.19. Average job tenure, 1999 



Level (years) all sectors 


France 


11,2 


Germany 


10,3 


Italy 


12,1 


Spain 


10,1 


UK 


8,3 


US 


6,7 



Source: OECD. 



Property rights protection a is a key issue in the development of a ven- 
ture capital market oriented to high-technology sectors or early stage in- 
vestment. By either allowing venture capitalists to patent results of R&D 
activity or have copyright protection, an effective intellectual property 
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rights legislation provides a collateral in case of default thus reducing the 
risk backers perceive and therefore the cost of funds for venture capitalists. 

The supply of venture capital is also affected by risk and return patterns. 
Compared to other asset classes venture capital is considered to be at the 
more risky end of the investment spectrum. Therefore a higher return is re- 
quired by investors, especially for early stage investments, which are per- 
ceived as riskier. While past performance for US funds justify the risk in- 
curred by investors, in Europe venture capital funds results over the last 
ten years have been poor. 

Finally, cultural differences in entrepreneurship are often quoted to ex- 
plain the difference in the dynamism of venture capital market in the US 
and in Europe. European managers are considered to be less entrepreneu- 
rial and less willing to risk failure than their US counterparts (Bank of 
England 2000; Schefczyk and Gerpott 2000). However, the importance of 
this factor may be overstated. It is probably the family-oriented organiza- 
tion of small and medium European firms that do not encourage venture 
capitalists activity, as entrepreneurs are not willing to give up their firms’ 
control, even if that would allow to acquire a higher financial stability and 
better managerial skills. As flotation becomes more frequent though, the 
additional value brought by venture capitalists clashes less with entrepre- 
neurs’ claims. 

More worrying than the supposed lack of entrepreneurial spirit in 
Europe, is the lack of training in high-technology field of European ven- 
ture capitalists, documented in some recent studies, which hinders invest- 
ments in high-technology sectors (Van Osnabrugge and Robinson 1999). 




Part 3 



Venture Capital in Italy: Regulatory 
and Legal Issues 




1 Regulations and Supervision: The Role of 
Central Bank 



Anna Giuiusa 



1.1 Introduction 

The venture capital and private equity market in Italy, i.e. the offer of risk 
capital and strategic consultancy for development of business- has ex- 
panded considerably in the last years, even if the dimensions are still mod- 
est compared to the main countries in western Europe (France and Ger- 
many), without considering the Anglo-Saxon experience. The amount of 
the total private equity investments in Italy was around 9.048 billions of 
Lire' on June 30th, 2000. 

The Italian private equity and venture capital investors belong to a mar- 
ket sector which is quite fragmented. The intermediaries supervised by the 
Bank of Italy are the commercial banks, the merchant banks (ex article 1 07 
of Legislative Decree 385/93, hereafter referred to as Italian Banking Law) 
and the asset management companies (SGR) that manage closed-end 
funds. Investors of other categories than the mentioned ones are: subsidi- 
aries of foreign banks, international funds with some investments in the 
domestic territory in order to get a diversified portfolio, insurance compa- 
nies, initiatives by Italians constituted abroad, companies that invest "cap- 
tive"^ resources and private investors who invest their own available funds 
(so-called business angels). 



1.2 The Risk Capital Market: The Importance of the Banks 

A number of analyses of the financial structure of companies in the princi- 
pal industrial countries^ highlight some key characteristics of the Italian 
business system: 



‘ Source: “The Italian association of venture capital investors”. 

^ This kind of intermediaries collects financial resources from the companies in 
their group and invest in similar activities with the scope of developing the group 
through the growth of the companies appertaining to it. 

’ Bank of Italy 1988; Barca and Magnani 1989; Signorini 1993; Gersandi 1994 
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• the important role of the commercial bank system and the scarce per- 
centage of the financial instruments listed on the regulated markets 

(bonds and commercial papers); 

• a high degree of leverage with a large component of short term debt; 

• the low level of share capital traded on the regulatory markets. 

The explanations are numerous and can be summarised in the insuffi- 
cient development of a risk capital market and institutional investors, and 
in the fiscal advantage of indebtedness. The ownership structure of the 
Italian companies, which is characterised by the high presence of family 
members who are reluctant to open up to the market with fear of losing 
control, also explains a lot, as well as the significant public presence in 
many companies. 

The last years development of venture capital and private equity activi- 
ties in Italy is a part of the assumption that the financial resources based 
on self- financing and debts are exhausted. The reduction of the gap be- 
tween bank and market financing circuits requires a restructuring of the re- 
lationship between banks and companies which depends on variables con- 
nected to the development of the markets and a gradual change in the 
credit intermediary’s role. 

Regarding to the market variables there are three profiles that influence 
can be detected: the offer, the demand and their meeting point. 

The essential elements that influence the offer are: the gradual reduction 
of public shareholdings in companies and the opening up to a wider 
shareholder base, as well as the introduction of fiscal incentives for quota- 
tions on the regulated markets. 

The essential elements that influence the demand are: the gradual devel- 
opment of institutional investors and of a structured system for safeguard- 
ing minority shareholders. 

The regulation and administration of the markets in a way to make it as 
fluid and secure as possible for trading and regulatory operations constitute 
the elements that influence the meeting point of the offer and the demand. 

Regarding the credit institutions business, the relationship between the 
banks and the industrial companies has to be analysed from two aspects: 
the first one is related to the ownership links between the banking system 
and the industrial companies and the second one is related to the conse- 
quences these links can have on the industrial sector’s credit facility sys- 
tem . 

Under the first aspect the choice of Italian legislator is to separate the 
banks from the industrial companies; in order to realize this, a limit of 
shareholdings by non-financial companies in bank’s capital is imposed. In 
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particular article 19 in the Italian Banking Law provides for the prohibition 
of parties, carrying out business activities in sectors other than banking 
(even through controlled companies), to acquire shares when, added to 
those already held, would result in a holding that exceeds 15% of the vot- 
ing capital of a bank or, in any case, result in the control of the bank. 

Behind these provisions lies the need to guarantee the independence of 
capital allocation for the banking system in their selection of profitable ini- 
tiatives avoiding the pressure that can be exerted by customers owning a 
significant part of the shareholdings. 

It is also provided that the Supervisory authority (Bank of Italy) can re- 
quest information about the composition of the shareholdings of banks 
both in the genetic phase and during the life of the credit institution. Bank 
of Italy has also to be informed whenever shareholdings of significant size 
are transferred; in some cases an authorization is required. 

In fact, the shareholdings, held directly or indirectly, inferior to 15% but 
superior to 5%, or in any case- without considering these limits- resulting 
in the control of the bank, have to be authorized by the Bank of Italy (arti- 
cle 19, paragraph 1, 2, 3 Italian Banking Law ). A notification requirement 
also come into force when reaching various levels of shareholdings (article 
20 paragraph 1, Italian Banking Law.). The Supervisory authority base its 
valuation on the criterion of “sound an prudent management”: shareholders 
with possible conflicts of interests in valuating risks correctly could influ- 
ence negatively, not only the efficiency of the capital allocation, but also 
the bank’s economical and financial balance. 

The defence of the stability is also important in the rules related to 
banks and banking group’s shareholdings (articles 53 and 67 of the Italian 
Banking Law). The current regulations'* enacted by the Italian central bank, 
in accordance with the Credit Committee’s resolutions, are in line with the 
principles of the Decree of the Minister of Finance of June 22, 1993, which 
preceded the Italian Banking Law, but are in accordance with the article 
22 of the legislative Decree 481/92. This regulation, in contrast to the past, 
allows the credit institutions to acquire shareholdings in industrial compa- 
nies, respecting the established limits. The different kind of investments 
can be separated in financial companies, industrial companies and “func- 
tional” companies. 

According to the European Community law - article 51 of the 
2000/1 2/ECD, that substitutes article 12 of the 89/646 ECD - credit institu- 
tions are prohibited to hold participations in non financial companies equal 
to an amount greater than 15% of the total value of the institution’s own 
funds. The total amount of shareholdings in industrial companies cannot be 



“ The Supervisory Regulations for banks. Title IV, Chapter 9. 
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greater than 60% of these funds. In accordance with the European Com- 
munity norms, italian regulations do not provide for an authorization of 
the Supervisory authority, but have a fixed a grid with maximum limits 
that may be held. The reason for having these limits lies in the need to 
avoid an excessive level of locked- up capital as well as to avoid the risk 
linked to the fluctuations in value of the shareholdings held and to the re- 
layed repayment on shares compared to debt. 

The general quantitative limit of undertaking shareholdings is equal to 
the so-called “free capital” arising from the difference between supervisory 
capital* and the total of assets and participations held by the company. 

Following this, there is a limit related to single shareholdings (“concen- 
tration limit”), and a total limit, related to the total “non-fmancial” share- 
holdings (“overall limit”). Both limits are related to the supervisory capital 
of the bank and are divided into three levels, corresponding to three differ- 
ent categories of banks or banking groups: “ordinaiy banks”, “qualified 
banks” and “specialised banks”. In particular, the qualification of “quali- 
fied bank” can be obtained, with prior authorisation from the Bank of Italy, 
by intermediaries with a supervisory capital not inferior to Euro 1 billion 
and which fulfil the requirements related to the prudential rules on capital 
adequacy*. Institutions can obtain the qualification of “specialised bank” if 
they, in addition to the above mentioned characteristics, also have a liabil- 
ity structure characterized by a significant level of medium and long term 
deposits. The “ordinary banks” are identified by those that remain. The 
granting of the authorization by the Bank of Italy depends on an evaluation 
concerning: 1) the experience matured in the field of financial assistance 
to industrial companies as well as the results achieved 2) the adequacy of 
the organisation structure in customer selection 3) the bank’s technical 
situation with reference to the concentration of risks, financial equilibrium 
and market risks. 



* The supervisory capital is composed of the primary capital and the supplemen- 
tary capital, after the deduction of participations that do not take part of the con- 
solidated group. The capital, the reserves, the provisions for general banking risks 
and other funds and reserves form the primary capital which is included in the su- 
pervisory capital without any limits. The revaluation reserves, the subordinated 
liabilities and the credit risk reserves make up the aggregated supplementary capi- 
tal which cannot exceed the amount of the primary capital. 

* The major risks in the banking sector are credit and market risks, which contain 
the exchange risks, the risks connected to regulations, interest rate risks and con- 
centration risks. For every risk there has been settled minimum capital require- 
ments: the sum of all these requirements make up the total capital requirements for 
a bank (Supervisory regulations for banks. Title IV, Chapter 4, Section I, Para- 
graph 1) 
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The “concentration limit” is 3% of the supervisory capital for the “ordi- 
nary banks”, 6 % for the “qualified banks” and 15% for the “specialised 
banks”. The “overall limit” is equal to 1 5% of the supervisory capital for 
the “ordinary banks”, 50% for the “qualified banks” and 60% for the 
“specialised banks”. These limits are less stringent taking into account that 
this kind of banks present an adequate financial structure and have matured 
a significant experience in the field of financial assistance to companies, 
and are therefore considered capable of managing the risks connected to a 
greater concentration of their capital in the industrial sector. 

Finally, the conversion of receivables from companies in crisis into risk 
capital is recognised within the same context as restructuring projects sub- 
ject to Supervision. 

A further quantitative limit is the so-called “separation limit”, equal to 
15% of the share capital held in one company. This threshold - equal for 
all banks, independent of their size - may be overcome when the value of 
each holding and the sum of excess is within the limit of 1% of the super- 
visory capital of the bank or banking group (2% for the “qualified” and 
“specialised” banks). The “separation limit”, unlike those ones previously 
mentioned, does not have its origins in the European Community regula- 
tions but was introduced directly by secondary regulations enacted by the 
Credit Committee and by the Bank of Italy. 

The regulations are completed by: 

• rules which limits the amount of medium/long term financing to compa- 
nies (30% of the funds raised); the surpassing of this limit may be 
authorised for banks with particular financial and organisational struc- 
tures; 

• regulation which limits loans to a single large borrower or group of con- 
nected customers; 

• rules that establish the support (under the form of guarantees) by the 
banks for the placement of debt securities on behalf of non-financial 
companies. 



1.3 The Role of Non-Banking Intermediaries: the 
Merchant Banking Companies 

Article 106 of the Italian Banking Law identifies those intermediaries who, 
performing one of the activities included therein (investments in share- 
holdings, provision of financing, provision of payment services or ex- 
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change intermediation), in compliance with certain conditions^ are required 
to enrol in the relevant register held by the Ufficio Italiano dei Cambi (so- 
called “General Register”). Within this register, the successive article 107 
identifies a subset of intermediaries who, in relation to the method of car- 
rying out the activities, the size of the operations as well as the relationship 
between equity and debt, must enrol in a “Special Register”, managed by 
the Bank of Italy. These intermediaries are subjected to a prudential rules’ 
system. 

Among the members of the Special Register, are found companies 
which, in their activity, carry out acquisitions of shareholdings on behalf of 
the public (merchant banking companies). 

Article 6 of the Minister of Finance Decree of July 6, 1994 (issued 
based on article 1 06, paragraph 4 of the Italian Banking Law) defines the 
activity of acquisition of shareholdings as: the acquisition, holding and 
management of share capital rights in companies which create a situation 
of dependence between the two companies in order to the development of 
the acquired one. This activity, which should be considered performed on 
behalf of the public, must: 

• be performed on behalf of third parties with professional manners; 

• have a prepared way- out and the scope of transferring the sharehold- 
ings; 

• have the purpose of company restructuring, production development or 
satisfy the financial requirements of the acquired company even through 
the raising of risk capital. 

The enrolment in the Special Register is governed by the Ministry of Fi- 
nance Decree (The Ministry of Finance Decree 13.5.96) that establishes 
the limit of size at which the company is obliged to register (certified vol- 
umes of financial activity equal to or superior of 100 billion of Lire or eq- 
uity equal to or superior of 50 billion of Lire with reference to approved 
financial statements and valid for at least six months after the approval). 

The intermediaries enrolled in the Special Register are supervised by the 
Bank of Italy, according to an amplified regulation which is connected to 
the regulation for the intermediaries enrolled only in the Register held by 



’ The conditions are: 

- Legal form of societa per azioni, accomandita per azioni, a responsabilita limi- 
tata o cooperativa; 

- share capital non less than five times the lowest limit for a limited company; 

- members and corporate officers satisfying experience and integrity require- 
ments established by articles 108 and 109. 
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the UIC (so-called General Register), and is characterised by a higher level 
of strictness so as to reach the targets stated in article 5 of the Italian Bank- 
ing Law*. 

The supervisory controls’ structure on these intermediaries is quite sim- 
ple. Other than integrity requirements for the shareholders and experience 
and integrity requirements for the corporate managers (that already must 
be held within the enrolment in the General Register), are requested only 
the notification of the shareholdings to the Bank of Italy. There are no 
limitations about the nature of the controlling shareholders of the interme- 
diary, nor limits to the undertaking of shareholding by the intermediary. It 
is obviously understood that when the intermediary is part of a banking 
group the regulation, noted in the previous paragraphs, will be applicable 
also for the merchant banking companies, having as its reference parame- 
ter the consolidated supervisory capital. 

Article 107 in the Italian Banking Law establishes that the financial in- 
termediaries enrolled in the Special Register shall give important informa- 
tion to the Bank of Italy such as periodic results, financial statements and 
reports from extraordinary board meetings of special importance’. The su- 
pervisory authority also has the right to carry out on-site inspections. 

According to the resolution of Credit Committee, the Bank of Italy has 
issued technical instructions for the financial statements and introduced 
regulations concerning the level of risks held by these intermediaries by 
establishing a method to calculate the supervisory capital, similar to the 
one used by the banks. The Bank of Italy has also established norms on 
risk concentration'®, on derivatives" and on foreign exchange risk'^. Mini- 



* The targets of article 5 of Italian Banking Law are: the sound and prudent man- 
agement of the persons subject to supervision, the overall stability, efficiency and 
competitiveness of the financial system and the compliance with provisions con- 
cerning credit. 

’ Changes in regulations or statutes, mergers, disunions, liquidations. 

The scope of the regulations in risk concentration is to limit the financial inter- 
mediaries risk of instability deriving fi-om single borrowers of amounts relevant in 
proportion to the supervisory capital. In order to keep a satisfying degree of diver- 
sification of the credit risk there is a global limit of the total amount of the so 
called “large risks” (financial positions that exceed 10% of the intermediary’s su- 
pervisory capital) and also an individual limit for every single position. In particu- 
lar, the financial intermediaries are requested to keep: 

1 . the total amount of large risks within the limit of eight times the supervisory 
capital (global limit); 

2. every single risk position towards single borrowers within the limit of 25 
percent of the supervisory capital (individual limit). 
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mum organisational requirements were also introduced for the intermediar- 
ies in the Special Register, in May 2000. 

The merchant banking companies can be authorised (article 18 para- 
graph 3 of the Legislative Decree 58/98) to provide investments services 
such as dealing for own account on derivative instruments and placement 
of financial instruments. In this case the regulations related to the pruden- 
tial rules on market risks established for the SIM (security- trading compa- 
nies) will be applicable, other than the norms of investment services. 

The Bank of Italy has the right to take the following extraordinary 
measures towards the intermediaries enrolled in the Special Register : 

• prohibit the intermediaries to undertake new operations, due to violation 
of laws or regulations issued in accordance with the Italian Banking 
Law; 

• erase the intermediary from the Special Register in the event of non 
compliance with the provision of article 106, paragraph 2 of the Italian 
Banking Law, where one of the conditions referred to in article 106, 
paragraph 3 is no longer met or in the event of serious violations of law 
or norms issued in accordance with the Italian Banking Law. 



These limits can be exceeded (and instead be replaced by an individual limit of 40 
percent of the supervisory capital) by the intermediaries that: 

1 . appertain to a banking group enrolled in the Special Register provide by art. 

64 of Italian Banking Law) 

2. appertain to EU banking groups on the conditions that: 

- they communicate to the Bank of Italy, enclosing all documents neces- 
sary to demonstrate their belonging to an EU banking group, to be sub- 
jected to the consolidated supervision provided by decree 92/30/CEE; 

- the parent company acts as guarantor for the controlled Italian company 
(Supervisory regulations for intermediaries appertaining to the Special 
register 1st part. Chapter V section IV). 

" Hedge operations with derivatives are carried through by financial intermediar- 
ies to protect the ordinary operations from interest rate risks, exchange rate risks 
or market price fluctuations. The total amount of operations in derivatives, with or 
without underlying security (with the exception for instruments on exchange 
rates), without the scope of hedging, cannot exceed twice the supervisory capital 
(Supervisory regulations for intermediaries appertaining to the Special register 
part. Chapter V section II). 

To limit the exchange rate risk, the intermediaries are obliged to keep their 
“open net position in currencies” under a limit of twice the supervisory capital 
(for an explanation of how to calculate the “open net position in currencies” see 
Supervisory regulations for intermediaries appertaining to the Special register L' 
part. Chapter V section III). 
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At December 31, 2000 there were 18 merchant banking companies en- 
rolled in the Special Register; of which 1 1 were part of banking groups, 3 
were part of private financial groups, 3 belonged to public bodies, and 1 to 
the co-operative system. From an analysis of the companies’ financial 
statements resulted that the composition of the financial structure was 
strongly unbalanced towards the banking sector, which reflects the owner- 
ship structure of the companies: 66% of the reserves were held by the 
banking groups which also were financing the merchant banking compa- 
nies up to 89%.; corporate bonds are very rarely used. 

The assets were characterized by considerable financial support through 
direct financing as well as syndicated loans, supplied by the merchant 
banking companies to the companies in which they have holdings (the 
loans paid at the end of 2000 amounted to Lire 2,965 billion). Many mer- 
chant banking companies also supply a multitude of services to the market, 
not always related to the activity of shareholding undertakings, that end up 
being one of their principal income sources. 



1.4 The Role of the Non-Banking Intermediaries: Stock 
Market Closed-End Funds 

The stock market closed-end funds were introduced to our financial system 
with the law of August 14, 1993 n. 344 in order to favour investments in 
companies non listed on regulatory markets. In these kind of funds, the 
stability of the resources necessary when making medium/long term in- 
vestments- typical for equity activities- is assured by the fact that the right 
to reimbursement of the quota is recognised at pre-determ ined expiry 
dates. 

The discipline of asset management - and thus also of stock market 
closed-end funds - has been simplified by the legislative decree 58/98 and 
the implementation of the related norms. Other than the “de-specialisation” 
of the asset management companies that now simultaneously can manage 
open and closed funds, and take on mandates to manage individuals, fol- 
lowing is recalled with particular reference to closed funds: 

1 . the possibility to hold majority shareholdings in the share capital of non- 

listed companies, previously excluded by the Law 344/93; 
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2. the faculty to reserve the participations in the fund to only "qualified in- 
vestors"'^ benefiting in this way of a significant space of self-regulation 
in the investment activity with exception to the general limits imposed 
by the Supervision with regard to the funds offered to the public; 

3. greater flexibility consented in the procedure of participation in funds 
with reference to, for example, the possibility to contemplate payment 
on call for reserved closed- end funds, the acceleration of the procedures 
connected to a possible increase or re-dimensioning of the fund’s initial 
capital, the elimination of the general obligation of quotation for non- 
reserved closed-end funds (this obligation remains only in case the rela- 
tive quotas are inferior to a pre- determined minimum amount). 

The other principal characteristics of the closed-end funds provided for 

by the regulations are: 

• the duration of the initiative cannot exceed thirty years, except for a 
maximum extension of three years in order to complete the disposal of 
the investments, on conditions that this faculty is provided for in the 
regulations and approved by the Bank of Italy; 

• the minimum amount of each subscription that for the funds which are 
prevalently invested in non-quoted financial instruments, may not be 
inferior to Euro 50,000; 

• a frequent (at least twice a year) valuation of the unit and publication of 
the same; 

• the quotation, that is obligatory when the unit’s amount is inferior to 
Euro 25,000. 

The current supervisory mechanism for closed-end funds is essentially 

centred on: 

• the asset management company’s possession of the regulation require- 
ments for intermediaries provide collective portfolio management ser- 
vices ( so called SGR)'"'. The SGR, once authorised by the Bank of Italy 



Art. 37 paragraph 1 lett.B9 Legislative Decree 58/98 and art. 15 Ministry of Fi- 
nance Decree 24.5.99 n.228. 

The authorization requirements consist in: 

- the SGR’s possession of a capital that exceeds the established minimum limit 
(one million of Euro), the corporate officer’s possession of the experience and 
integrity requirements, and the member’s possession of integrity requirements; 
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and registered in the relevant register, must subject the fund’s internal 
rules to the of the Supervisory authority and follow the prudential rules 
in keeping the supervisory capital equal to the equity coverage of “other 
risks” (established as 25% of fixed operating costs resulting from the 
last financial statement) and the equity requisites for closed-end funds 
(obligatory investment quota in each closed-end fund managed, equal to 
2% of the equity of the fund; this investment however is not obligatory 
for the reserved funds for qualified investors); 

the limits of risk diversification in the funds: in particular, the invest- 
ments in a single non- quoted company must be maintained within 20% 
of the total investments of the fund, while those in shares of more than 
one issuer belonging to the same group may not be greater than 30% of 
the activity. The regulations for closed-end funds reserved for “quali- 
fied investors” however, as already mentioned, provide for different 
limits; 

• the notification requirements when the quotas in the fund are offered to 
the public or when the fund is listed on a regulatory market. The prepa- 
ration of an information memorandum is not required when the offering 
is turned to a number of interested parties not greater than two hundred 
and a minimum unitary investment not inferior to Euro 250,000 is re- 
quested; 

• the prohibition of providing loans different from forward operations on 
financial instruments, of taking on loans greater than 10% of the total 
net value of the fund, of selling uncovered financial instruments, of in- 
vesting in financial instruments issued by the SGR and non-quoted fi- 
nancial instruments issued by companies of the group to which the SGR 
belongs, of acquiring - with reference to each operation in financial in- 
struments made by companies of the group to which the SGR belongs - 
financial instruments superior to 60% of the total amount committed for 
placement by each company; 

• the same limits for diversification and holding of voting rights provided 
for open funds on the part of the portfolio of the fund invested in quoted 
financial instruments and in derivatives. 

At December 31, 2000 there were 14 operating closed-end funds, of 

which 1 1 were issued by the banking sector (Annual Reports 2000). The 

funds’ regulations have similar characteristics such as duration of the fund 



— the shareholders’ capacity to guarantee sound and prudent management of the 
SGR and a group structure that not adventures the supervisory authority’s ef- 
fectiveness. 
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(one decade), minimum threshold of subscription (Lire 100 billion) and in- 
vestment policy. This latter, in most of the cases, is directed towards de- 
velopment operations in medium size companies operating in industrial, 
commercial and service sectors; in general investments in newly created 
companies are excluded. Some funds are specialised in one market sector 
or geographic region. 

The composition of the sources of the closed-end funds (equal to Lire 
1,454 billion) by typology of subscriber, shows that the majority comes 
from private investors (approximately 55%) and banks (34%) while the 
weight of foundations, insurance companies and pension funds is negligi- 
ble. 46% of the resources were invested in non-quoted companies with a 
large concentration on the North-Western parts of the country and operat- 
ing in traditional production sectors. The strategy applied by the asset 
management companies was that of acquiring minority interests. It is re- 
called that Italian funds, up to the issuing of the new regulations imple- 
mented by the Legislative Decree 58/98 could not hold interests in non- 
quoted companies superior to 30% of the capital or could not , in any case, 
assume the control of a company. 



1.5 The Activity of Private Equity in Banking Groups: a 
Vision at the Consolidated Level 

The actors in the private equity sector are all related in some way to banks, 
intermediaries with origins in banks or in any case related to poly- 
functional banking groups’ ^ 

The norms and regulations outlined are set, on the one hand, in a man- 
ner to avoid the possibility of “regulatory arbitration” - through homog- 
enisation of the prudential rules, established for all intermediaries inde- 
pendent of their legal form or organisational model - on the other hand, 
with a disposition of a wide array of instruments that allow them to struc- 
ture their relationship with the companies in ways that are different from 
the traditional system of providing credit facilities. 

The activity of private equity, carried out within the “universal bank” or 
within a banking group by specialised intermediaries, develop a broader 
and more enduring relationship between intermediary and company, where 



Organizational structures alternative to multidivisional model; common in all 
productive sectors and in companies of all different sizes. Only in the banking sec- 
tor there are regulations for this kind of organic structures. The poly- functional 
banking group is defined as the together of companies - controlled by the same 
parent company - operating in different areas provided by EC Directive. 
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the intermediary is transformed from an undifferentiated credit provider 
into an organiser of the whole financial structure of the company, develop- 
ing financial partnerships in different shapes, adequate to the specific op- 
erations and to development projects and commercial strategies of the 
companies. The strategic and financial advice (planning of the investment 
and development initiatives) can also be concentrated in assisting with the 
issuing of bonds on the market, in financing extraordinary operations 
(M&A, LBO) or in quotation of the company on the Stock Exchange. 

This approach, that is based on the company’s choice of an intermediary 
as reference and of a greater disclosure of the company to this intermedi- 
ary, results in a greater consciousness which makes it easier in many ways 
for the intermediary to manage the various risks undertaken. 

Firstly, the practice of several credit lines - characterised by a co- 
partnership by several banks in the financing of the company - lowers the 
amount of credit given by each bank and thus the costs of selection and 
monitoring sustained. This encourages “assurance” behaviour in the risk 
management between the banks providing the credit and the maintaining 
of significant information asymmetry that reduces the possibility of control 
and discipline by the bank towards the company. 

The “reference” bank could impose a management more aware of risks 
by controlling the productive use of the funds and assuring greater possi- 
bility to recover the amounts paid in case of crisis through a timely evalua- 
tion of its reversibility and a following preparation of restructuring meas- 
ures. The bank could exercise a real “corporate governance” function in 
the financed company, through the control of the strategies and the devel- 
opment prospects by requesting, in protection of its rights and reputation, a 
sound and prudent management. 

The banks suffer from low capitalisation of the financed companies and 
are exposed to the trends in the economical cycles: a more balanced struc- 
ture between risk capital and indebtedness of the companies would allow 
the banking system to share with the market the risk connected to the fi- 
nancing, placing themselves on a more favourable point of the risk-return 
curve. 

Apart from improving the conditions for risk management, the approach 
of the bank as a reference for the company, also evidences positive aspects 
concerning the profitability fi'om the relationship. 

The undertaking of the role as bank of reference consolidates the rela- 
tionship with the client favouring the evolution towards a model of finan- 
cial assistance that includes a wide range of services such as introduction 
of the company on the financial markets through placing of debt or capital 
securities. The “dis-intermediation” of the banks is compensated by advan- 
tages of diversification of the income sources; the offer of high value 
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added services such as consultancy to the companies may allow the banks 
to stabilise cash flows and to free the structure of their income statement 
from the dependence on interest margins. 

The detailed knowledge of the company’s financial requirements also 
favours adoption of cross selling policies; the possibility of a unitary 
evaluation of the relationship consent to make a pricing based on the 
overall correlation between risk and return. 

The banks’ or banking groups’ use of operating leverages placed at dis- 
posal by the legislator is rather limited. In fact, from an analysis of the 
banks’ financial statements related to year 2000 it is noted that, almost 
eight years after the introduction of the regulation regarding shareholdings 
in industrial companies, the national banking system does not appear to 
have taken on particular commitments with the industrial world. 

In fact, with reference to the “separation” limit approximately one third 
of the industrial shareholdings exceed the limit of 15% of the share capital, 
although they remain below the “ceiling” of the separation threshold (1% 
or 2% of the participating bank’s supervisory capital). Regarding the 
“overall” and “concentration” limits, the thresholds for the three categories 
of banks have been largely respected. 

The free capital that makes up the bank’s margin for further acquisition 
of interests in other companies was, in June 2000, equal to Lire 59,047 
(the consolidated supervisory capital at the same date amounted to Lire 
188,589). The shareholdings in non-financial companies amounted to Lire 
10,074 billion prevalently concentrated to the banks in Central-Northern 
Italy (Lire 9,956 billion) which have much more assets than the banks in 
Southern Italy; the supervisory capital allocated by the banks in the Cen- 
tral-North was equal to Lire 177,788 with a free-capital of 95% of the total 
consolidated free capital (Lire 54.987 billion) (Bank of Italy 2000). 

Within the context of th current growth process and of reorganisation 
and strategic repositioning of the banks and banking groups, the private 
equity and venture capital sector is under development: these activities are 
carried out by autonomous business units within “universal bank” or by 
specialised operators constituted by separate legal entities within the multi- 
functional banking groups (merchant banking companies and closed-end 
funds). 

In both cases the basic idea is to focalise on the single components of 
the bank or banking group in activities that requires specific expertise, cre- 
ating “centres of excellence” with productive and managerial competence 
that respond to critical factors of success in the different business areas. 

These activities cover specialised connotations both under the profile of 
investment considerations in the various alternatives of financing of start- 
up, expansion financing, turn-around financing and choice of target com- 
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panics - which in some cases present high growth prospects but are char- 
acterised by high risk - and under the profile of managing the relationship 
with the company centred on the attainment of a return on capital invested 
through the sale of a part of the share capital, with a private agreement 
(trade sale) or through quotation on the stock market (IPO). 

Thus it appears evident that the evaluation parameters of the relationship 
between risk and return of these activities are different, and at times anti- 
thetical, to those characterised by a stable presence in the share capital of a 
company providing assistance at 360 degrees, which is the approach of the 
“reference bank”. 

It is also necessary to take into account the characteristics of the finan- 
cial sources of the assets invested by the SGR that manages closed-end 
funds: in fact, these are not own funds but raised by third parties. There- 
fore the SGR must, in any case, be guaranteed independence in making al- 
location choices, even if the logic of the productive processes within the 
banking group is characterised by realisation of synergies through an inte- 
grated management of the customer relationships. The banking group’s 
synergies can be utilized, in the context of the production process of the 
management services, in the phase of acquisition of investment proposals 
(deal flow) in which the channel of the banking group’s territorial network 
and knowledge of the entrepreneurial structure in the geographic area cer- 
tainly have strategic importance. 

The contribution of the commercial banks could also be extended to a 
first screening of the proposals received from the market, but often they do 
not have the experience and professional skills necessary to perform this 
role. After the screening follows analysis of the investment project and its 
possibility to succeed, evaluation of aspects relative to the financial equi- 
librium of the target company, of the market sector it belongs to and its 
growth prospects. These activities are carried out by the management team 
who prepare an investment proposal for the board of directors of the fund. 
It is in this phase of decision-making that it is necessary to guarantee total 
autonomy to the managerial and control functions of the fund. It is neces- 
sary to exclude the cumulating responsibilities of the parties involved in 
the deliberation phases within the banking group (board of directors, man- 
agement bodies) in order to eliminate possible conflicts of interest that 
could appear in the hypothesis of intervention between a customer com- 
mitted to the banking group through the funds raised by other institutional 
investors. 

Also the monitoring phase is characterised by a peculiar approach: 
forms of controls are realised through the mechanisms of corporate gov- 
ernance in the companies in which shareholdings are held. In fact, the in- 
termediary normally acquires the role of “insider” in the company through 
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a presence in the principal decision-making bodies. Occasionally provision 
is made for the preparation of a periodic report by the company that allows 
the intermediary to control the trend of the company’s principal economic- 
and financial indicators and the state of progress of the business plan. 



1.6 Conclusions 

The Supervisory authority’s approach towards the questions of the rela- 
tionship between banks and companies - in which the problems related to 
the activities of private equity and venture capital enter - is much more 
complex than those related to the separation regulations. The allocation of 
the public’s financial resources has to be consistent with a balanced devel- 
opment of the productive structure. Once the parameters and the rules by 
the Supervisory authority have been defined, it is up to the intermediaries 
to make the moves with their own strategy, exploiting the operating possi- 
bilities available. 

The role of the Supervisory authority will be realised in the ascertain- 
ment of the existence of the conditions that assure an aware management 
of the risks both under the profile of the respect of the norms that impose 
capital adequacy against the risks undertaken and under the profile of the 
appropriateness of the organisational and procedural measures taken in 
place by the banks and financial intermediaries in consideration of their 
current activity. 

With reference to the above mentioned, some principal keys have been 
fixed'* that, while the autonomous responsibility of the intermediaries in 
relation to the choice of internal control remain, are centred on: 

• the necessary separation between operational and controlling functions 
and the elimination of conflicts of interest in the assignment of author- 
ity; 

• the provision of organisational solutions that are capable of identifying, 
measuring and monitoring adequately all the risks undertaken or that 
will be undertaken in the different operating segments (monitoring, 
measuring and control system of the risks adequate for the complexity 
and size of the activity performed); 



'* The supervisory regulations for banks. Title IV, Chapter 11, Section II Para- 
graph . 1 . 
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• the structuring of reliable information systems and appropriate reporting 
procedures to the different management levels to which the different 
control functions are assigned. 

By analysing practices adopted by the most efficient intermediaries (the 
“best practices”) the Supervisory authority identifies benchmarks which 
the intermediaries can use in their evaluation of managerial solutions and 
the instruments adopted in governing risks. This favours the development 
of organisational structure, control procedures and information systems in 
a way to guarantee a sound and prudent management. 



Table 1.1. Summary overview for the holdings in non-fmancial companies 



HOLDING LIMITS 

“Separation” li- 
mit 

15% of the super- 
visory capital (2) 
15% of the capital 
of the invested 
company (3) 

15% of the capital 
of the invested 
company (3) 

(1 ) At least 50% of the total ceiling must be utilised for the acquisition of 
shareholdings in companies quoted on the regulatory markets. 

(2) The limit may be surpassed if the value of the shareholding is contained 
with 1% of the supervisory capital of the participant and the sum of the excesses 
of the 15% limit is within 1% of the supervisory capital. 

(3) The limit may be surpassed if the value of the shareholding is contained 
with 2®/o of the of the participant and the sum of the excesses of the 1 5% limit is 
within 2% of the supervisory capital . 

(4) This limits refer only to the "qualified" investments. 



“Ordinary” 

Banks 

“Qualified” 

Banks 



“Concentration” 

limit 

3% of the supervi- 
sory capital 
6% of the supervi- 
sory capital 



“Overall” limit 

15% of the super- 
visory capital 
50% of the super- 
visory capital 



“Specialised” 15% of the super- 60% of the super- 

Banks visory capital visory capital (4) 
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Table 1.2. Merchant banks registered in 
le 107 of the Legislative Decree 385/93 


the Special List in accordance with Artic- 
at December 3 1 , 2000 


Name 


Group 


Area Merchant Spa 


Banking consortium 


Euromobiliare Corporate Finance Spa 


Credem Group 


Finanziaria Senese di Sviluppo Spa 


Public Body 


Finanziaria Banca Agricola Mantovana 
Spa 


MPS Group 


Finec Merchant Spa 


Cooperative 


Fin-Eco Merchant Spa 


Bipop-Carire Group 


Intek Spa 


Non-banking consortium 


MB Finstrutture Spa 


Mediobanca Group 


Mittel Generale Investimenti Spa 


Mittel 


NHS - Nuova Holding Sanpaolo Spa 


Sanpaolo IMI Group 


Nordest Merchant Spa 


Banca Pop. Vicenza Group 


Sade Finanziaria Spa 


Mediobanca Group 


Sanpaolo Imi Private Equity Spa 


Sanpaolo IMI Group 


SFIRS Spa 


Enti pubblici territoriali 


Sofipa Spa 


Bancaroma Group 


SO.PA.F Spa 


Vender family 


UBS Capital spa 


UBS 


Veneto Sviluppo Spa 


Enti pubblici territoriali 



Table 1.3. Operative closed-end funds at December 31, 2000 

Name of management Name of fund Group 

company 

Area Impresa gestioni 



SGR 

Eptafund Sgr 
S+R Investimenti e Ge- 
stioni Sgr 
Fidia Spa 
BNL Gestioni Sgr 
BPC Investimenti Spa 
Gestnord Fondi Spa 

Sofipa Sgr 
Ducato Gestioni Sgr 
Interbanca Gestioni 
Investimenti Spa 

Sviluppo Imprese Centro 
Italia Spa 



Area Impresa 
Area Impresa 2000 
Eptasviluppo 
Obiettivo impresa 
Rolo Impresa 
Prudentia 

BNL Investire impresa 
Maestrale 

Sella Banking Investment 
Technology Investment 
Fund 

Mezzogiomo impresa 
Ducato Venture 
Interbanca Investimenti 
Interbanca Investimenti 
Due 

Centroinvest 



Banking consortium 

Banking consortium 
Unicredito Group 

Banking consortium 
BNL Group 
BPC Spa 

Banca Sella Group 



Bancaroma Group 
MPS Group 
Banca Antonveneta 
Group 

Banking consortium 
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Table 1.3. (cont.) 



Name of management 
company 
Kairos Partner Sgr 



Mediolanum State Street 
Sgr 



Name of fund 



Kairos Partner Private 
Equity Fund 
Fondamenta MSS 



Group 

Private 



Mediolanum Group 
State Street Group 




2 The Constitution of a Venture Capital Company 



Vincenzo Capizzi 



2.1 Introduction 

The objective of the present work is to perform a detailed exploration of 
the different models in which it is possible to carry out institutional ven- 
ture capital activity in Italy, i.e. the investment by qualified financial in- 
termediaries in the risk capital of non-financial companies. This invest- 
ment, in line with the terminology used in economic literature and 
professional practice, must also show significant growth prospects and be 
in the initial stages of thei company’s development process'. 

Vice versa, the term private equity is used to describe the investment ac- 
tivity performed in the target company’s life cycle after the initial stage; 
e.g. shareholdings acquired with the main objective of facilitating the reso- 
lution of a problem of generational change or, buy-out/in operations (so- 
called leveraged acquisitions), which refer to different companies in rela- 
tion to size, maturity, control and financial fundamentals^ 

In particular, the subject examined in this paragraphconcems the consti- 
tution process of the intermediary wishing to operate in the venture capital 
business in the Italian financial market; moreover, the analysis will also 
include the operating models with which the venture capitalists raise capi- 
tal for their core activity (fundraising), select projects/companies deserving 
a financing (investment process), and finally, proceed to exiting from the 
shareholdings acquired (way-out). 

However, the main element of the contribution is represented by the 
centrality of the closed-end investment funds in the national venture capi- 
tal industry. As a matter of fact, this intermediary is particularly suited for 
providing a balanced stream of financial resources to non-quoted compa- 
nies, characterized with high growth and profit potential, but that do not 
have the necessary financial resources to support them. The international 



' Sahlman 1990; Gompers 1995; Abbot and Hay 1995; Gompers and Lemer 1999; 
Gervasoni and Sattin 2000. 

^ In some recent definitions both venture capital and private equity, apart from the 
company’s life cycle phase, refer to merchant banking, i.e. the division institution- 
ally appointed to the direct undertaking of shareholdings in non-financial compa- 
nies. (Casein and Gatti 2000). 
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experience underlines both the importance of this category of intermedi- 
ary, and the benefits in terms of allocation efficiency that can derive from 
this financial system. The Italy closed-end funds, although rather recent, 
after an initial period of stagnation have started to develop and realize their 
productive activity on a professional basis, following the “fundraising of 
capital-investment-monitoring-exiting-distribution to subscribers” scheme. 

In fact, since the first regulation establishing the Italian closed-end 
funds (Legislative Decree 344/93) has been revised and homogenized with 
the disciplines in force in other countries, where the venture capital sector 
is more developed, the risk capital market and its actors have increased 
significantly. 

For this reason, the Italian experience is very interesting as useful les- 
sons may be obtained on designing an intermediary system and financial 
instruments that will allow an efficient flow of capital from the parties 
with positive financial balances to those in deficit of financial resources 
who, by their nature, do not have an immediate and direct access to the 
stock markets. 

The rest of chapter is structured as follows: in paragraph 2 a close ex- 
amination of the venture capital and private equity market in Italy is per- 
formed, in order to highlight the trend of investments made in the last 
years and their division by typology, size of the target company and sector 
of activity. Paragraph 3 focuses on the main operators in the national risk 
capital market, clarifying the actual and prospective role of the Italian 
closed-end funds. These intermediaries are the subject of specific examina- 
tion in the second part of the work, from paragraph 4 on, where the institu- 
tional, regulatory, organisational, and managerial specificities of the Italian 
closed-end funds are examined, with special reference to the cases in 
which for some time the closed-end funds perform their activities. In par- 
ticular, we will stress the most critical aspects of the legislation measures 
that in 1 993 established them in Italy and show how the successive meas- 
ures enacted by the national legislator modified and improved the present 
situation. Finally, in paragraph 5, we analyse a series of observations 
emerging from the Italian experience of closed-end funds and supply some 
points for consideration by the policymakers. 



2.2 The Venture Capital Market in Italy 

From the beginning of the ‘90 and, in particular, in the last five years, the 
venture capital and private equity market has seen, in Italy, an uninter- 
rupted growth, in terms of the total value of investments made, the actual 
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number of operations and, finally, the number of companies financed (see 
Fig. 2.1). 

In fact, at the end of 2000, the total value of risk capital investments in 
non-financial companies reached 5,750 billion Lire, showing a 
67%increase compared with the approximate 3,444 billion in the previous 
year and a 450% increase compared with 1997 (a little more than Lire 
1,164 billion). The number of companies financed was 490 in 2000, 
largely superior to the 309 ones in 1999 and 175 in 1997. 



S7« 
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Fig. 2.1. The Italian venture capital and private equity market: growth trend in the 
1997-2000 period 

It is worth underlying again that the venture capital term used hare re- 
fers to risk capital investment in companies that are in the initial phase of 
their life cycle (so-called early-stage investments); this means either the 
investor’s intervention in the experimentation phase, where the technical 
validity of the product/service has still to be demonstrated (seed financ- 
ing), or in the commencement phase of the production activity, where the 
commercial validity of the product/service is not yet known (start-up fi- 
nancing). However, the investments made in order to accelerate the com- 
panies’ development (expansion financing), favor a restructuring of the 
shareholding base (replacement capital financing), and permit the com- 
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pany’s acquisition by a new entrepreneurial group (leveraged/management 
buy-out financing)’ belong to the private equity category. 

a)1994 




Buy-out 

46 % 



Ropta c omont 

3 % 




b)2000 



Buy-out 

37 % 




Raptacanrxnt 



9 % 



Saad/Start-up 




E)f>an$KXi 

40 % 



Fig. 2.2. Distribution of the amount of investments in venture capital and private 
equity by typology 



’ The definition of venture capital in economic literature is not unequivocal; for 
example, some authors also include expansion financing investments (Jeng and 
Wells 2000). Moreover, the term venture capital is frequently used in professional 
practice as a synonymous for private equity, therefore including all the typologies 
of investments listed above. The terminological solution adopted in the present 
contribution is coherent with the definitions chosen by the main official sources of 
data and information (NVCA; EVCA; AIFI). 
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If we then adopt a disaggregated vision of the venture capital and pri- 
vate equity market (Fig. 2.2) it is possible to understand how, in the 1994- 
2000 period, the segment with the largest growth rate relates to the 
seed/start-up investments (+ 32.7%), followed by the buy-out operations (+ 
25.0%), while the risk capital investments in expansion and replacement 
capital financing show a reduction. However, in terms of the number (and 
not the value, in billion Lire) of investments. Table 2.1 shows how, in 
2000, over half of the total investments made related to “pure venture capi- 
tal” (seed/start-up): comparing the result with the three previous years, the 
growth in this segment of the market appears truly considerable. 



Table 2.1. Percentage distribution of the investments in venture capital and priva- 
te equity in 2000 





Seed/Start-up 


Expansion 


Replacement 


Buy-out 


Total 


Number 


1997 


2000 


1997 


2000 


1997 


2000 


1997 2000 


1997 




40% 


53% 


35% 


36% 


14% 


3% 


11% 8% 


2000 

100% 

100% 


Value 


12% 


18% 


27% 


33% 


29% 


3% 


32% 46% 


100% 

100% 



Source: AIFI 2001 




Fig. 2.3. Percentage distribution of the number of venture capital and private eq- 
uity investments by size of the target company 
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In addition, these investments, apart from the typology adopted, are par- 
ticularly suitable for developing small and medium sized companies, that 
can count on alternative financial (and often managerial and industrial) re- 
sources compared to bank financing. Data from the Italian Association of 
Institutional Investors in risk capital (A.I.F.I.) shows how, in 2000, most 
venture capital and private equity investments (over 81%) addressed com- 
panies with less than 200 employees; 28% of the investments financed 
companies belonging to the minimum sized category, i.e. less than 20 em- 
ployees (Fig. 2.3). Although lacking precise details on the typology of in- 
vestments, it is likely that all - or most - pure venture capital investments 
(seed/start-up) related to smaller sized companies. It is the case of the Ital- 
ian industry, world-wide known for the preponderance of small and me- 
dium sized companies'*. 

Finally, analysing the destination of the investment flows realised by 
operators in the domestic equity capital market, the typologies of economic 
activity preferred by the venture capitalist are characterised by capital in- 
tensive production processes, not much standardised and with high techno- 
logical content; e.g. the internet-related businesses, telecommunications, 
information science and technology, automation, electronics, biotechnol- 
ogy and medical equipment industries. In particular, empirical evidence re- 
lating to the national venture capital industry shows how seed/start-up fi- 
nancing investments represent 62% of the value (in billions Lire) and, in 
fact, 82% of the total number of venture capital and private equity invest- 
ments are related to high-tech companies (Fig. 2.4). 
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Fig. 2.4. Percentage distribution of the investments in high-tech companies by ty- 
pology (2000) 



■* The statistics elaborated by AIFI not always permit the breakdown by typology 
of investment (seed, start-up, expansion, replacement, buy-out). 
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2.3 The Main Actors in the National Venture Capital 
industry 

A review of the main actors in this market is useful in order to have a 
precise picture of the operating - current and prospective - possibilities for 
the different typologies of professional risk capital investors in non- 
fmancial companies. 

Even today, the general denomination of institutional investors in risk 
capital describes operators, with different profiles and organisations, be- 
longing to the following categories: 

1 . Banks. Since a few years, following the Consolidation Act related to the 
banking and credit legislation (Legislative Decree 385/93), the national 
banks, respecting pre-determined quantitative limits, are allowed to ac- 
quire risk capital in non-fmancial companies\ However, a lot of banks 
were already operating in the venture capital and private equity market - 
through their own merchant banks - before the application of this regu- 
latory measure, and internally possessed the appropriate expertise and 
professional skills for operating in the risk capital market. As the ven- 
ture capital activity implies the possibility of becoming a company’s 
shareholder, and not just a creditor, requires a clear separation within 
the bank between the units in charge of the lending and investment ac- 
tivities, whose production processes and economic-financial profiles of 
the services provided are very different. 

2. Merchant banks and holding companies. They are typically national 
banking operators, that, in line with the Anglo-Saxon model of mer- 
chant banks, professionally perform risk capital interventions, as well as 
intermediary and consultancy activities in the corporate finance, asset 
management and risk management segments. Mediobanca is the Italian 
main intermediary for tradition and volumes traded (within this cate- 
gory). 



’ In relation to this, the Consolidation Act identifies a total limit (relationship be- 
tween the total of non-financial shareholdings held and the equity for Bank of It- 
aly purposes), a concentration limit (relationship between the size of the individual 
non-financial shareholdings and the equity for Bank of Italy purposes) and a sepa- 
ration limit (relationship between the size of individual shareholdings and the net 
equity of the company invested in); these limits, however, assume different values 
in function of belonging to a data bank of one of three typologies specifically 
identified in the regulation: ordinary banks, qualified banks and specialised banks. 
For more detailed information, see Forestieri and Mottura 2000. 
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3. Industrial operators and holdings of industrial groups, i.e. holding com- 
panies held - singularly or in joint ventures - by industrial operators 
with the objective of investing in young companies, generally with a 
high growth potential. The larger company succeeds in financing inno- 
vative technology and defending its original business from the threat of 
substitute products, without internalising risky investments, therefore 
not compatible with the managerial policies agreed with its financiars 
and market. In Italy, the presence of corporate venture capitalists is of 
little significance, i.e. large industrial groups directly operating in the 
risk capital market. 

4. Public operators, that supply financial risk capital to companies promot- 
ing and developing specific economic activities or geographic areas, 
especially on the employment side. Therefore, although operating in the 
venture capital and private equity market, their objectives are partially 
different from the other operators’, and significantly influence the selec- 
tion of companies to invest in, the investment duration (often a long- 
term one) and the strategies for investment monitoring. 

5. Regional financial companies. Constituted towards the end of the ‘70s 
as agencies for development and regional programming instruments, 
they have gradually undertaken an important role in financing the 
growth of small and medium sized companies. Their main areas of ac- 
tivity relates to financial services, industries and territory interventions. 
With reference to the venture capital market, the regional financial 
companies grant medium and long term financing, actively provide sub- 
sidized financing and acquire minority shareholdings. In general, they 
do not have the necessary expertise in order to intervene actively in the 
management of the participated company and operate in the most impor- 
tant sectors for the development of a particular geographical area. 

6. Operators originated from cooperative companies. The cooperation too, 
through special financial companies, are active in the risk capital mar- 
ket, and intervene in order to stimulate the promotion and creation of 
new entrepreneurial cooperative enterprises, without assuming any con- 
trol. As in the case of public operators, the objectives pursued with the 
risk capital intervention are partially different from the traditional value 
maximization seeked by the other intermediaries. As a matter of fact, 
the initiatives financed relate prevalently to innovative technological 
programmes, occupational increases and development of particular geo- 
graphic areas. 

7. Private operators. This category includes the so-called business angels, 
i.e. private and “informal” investors (generally entrepreneurs, ex con- 
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sultants or ex managers) with financial means and a good network of 
contacts and managerial skills, in order to invest in new entrepreneurial 
initiatives. Moreover, important operators are the incubators of compa- 
nies, who supply resources to young companies, helping them to survive 
and grow when they are most vulnerable, i.e. during the seed and start- 
up phases. Apart from supplying financial and managerial resources, as 
the venture capitalists, the incubators rpovide office, machinery and 
equipment services, and also large amounts of space for carrying out the 
production activity. 

8. Italian closed-end funds: financial intermediaries who raise capital 
mostly from institutional investors or private individuals with consider- 
able personal wealth. They aim at investing, in the medium-long term 
period, in low liquidity and high risk companies, e.g. non-quoted ones. 
We will examine the institutional and operating characteristics of these 
intermediaries in the following paragraphs, with particular reference to 
the Italian case. 

9. Foreign banks, investment banks and closed-end funds. Finally, the for- 
eign intermediaries have been operating in Italy for many years: Anglo- 
Saxon/US investment banks; subsidiaries of foreign banks through re- 
lated companies; foreign closed-end funds, managed singularly or in 
collaboration with Italian partners. These operators, due to their greater 
experience in the risk capital business and the different regulatory envi- 
ronments in which they carry out their institutional activities, are the 
most active players in the market, in terms of numbers of operations 
concluded and value of capital paid (Figs. 2.5 and 2.6). 

With reference to the Italian venture capital market, several operators 
are excluded, as they in fact play a significant role in other countries: e.g. 
pension funds, which have not yet completely taken off in Italy due to the 
structural deficiencies which have historically troubled the national social 
security system. However, pension fund are likely to become more impor- 
tant in the coming years within the national financial system, therefore 
contributing to the strengthening of the venture capital and private equity 
market. 
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Fig. 2.6. Venture capital and private equity market by investor category (1996) 
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Fig. 2.7. Italian closed-end funds during the 1996 - 2000 period 



In the Italian market, several tendencies have contributed to bring the 
national venture capital industry closer to the more developed indirect risk 
capital markets, where the financing opportunities are greater for the small 
and medium sized companies with high growth potential. In particular, 
they refer to the following structural changes: 

- the weight of public operators, regional financiers and companies origi- 
nated from cooperatives has decreased significantly, as proven by the 
fact that these operators’ professional and operating characteristics and 
expertise is not the engine of a developed and efficient risk capital mar- 
ket; 

- the Italian closed-end funds have increased significantly - by number 
and amount of funds raised - in particular since the regulations on the 
subject were modified (Fig 2.7). As a matter of fact, in the perod fi'om 
Sept. 1999 to Sept. 2000, 5 new closed-end funds were established, 
while from Sept. 1995 to Sept. 1999 nine new nes were added; 

- the strong growth in foreign closed-end funds, also managed by venture 
capitalists: this trend suggests greater competitiveness compared to na- 
tional closed-end funds, that in part seem to have diminished from the 
previous year. 
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As in the other contries, also in Italy the closed-end investment funds 
represent a significant option for performing the venture capital activity, 
and it is destined to assume higher importance over the next years. 



2.4 Italian Closed-End Funds 

2.4.1 Mutual Investment Funds and Closed-End Funds: A 
Summary 

The closed-end investment funds represent worldwide - and now also in It- 
aly - one of the main operators capable of performing professional venture 
capital and private equity activity. 

Mutual investment funds, together with the investment companies with 
variable (marked to market) net worth (in Italy so-called SICAV) are the 
alternative solutions for offering the management of collective savings in 
Italy (Forestieri and Mottura 2000). This service is disciplined by the Con- 
solidation Act related to financial intermediaries (Legislative Decree of 
February 24, 1998, n. 58). They are autonomous equities divided into quo- 
tas, belonging to a number of participants and managed by a management 
savings company (hereafter Sgr), authorised by the supervision authority 
to manage collective savings. Legally and substatially, the term “mutual” 
indicates that the equity raised through the transfer of different participa- 
tions is an undivided joint estate of assets, and each investor is co-owner of 
the quotas paid in. Other peculiar elements to this financial intermediary 
are: 

1. the fund equity is distinct from the Sgr’s (or management company’s), 
and from the participants to the fund itself; 

2. all the fund’s quotas have equal values and rights, and are represented 
by registered or bearer certificates; 

3. the subscribers to the fund’s quotas cannot influence its management ac- 
tivities; 

4. the fund’s quotas - also called “liability to markef’ as they are calcu- 
lated at market value and not book value - are not liabilities of the Sgr. 

The mutual investment funds are different from the target market for 
their method of operating and the typology of assets subject to the collec- 
tive investment (Fig. 2.8). 

First, it is possible to distinguish between the funds offered to the public 
(retail), destined to all the potential savers, and the reserved funds, focused 
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on the “qualified investors”, i.e. professional investors that, for expertise 
and volumes, institutionally perform intermediary activity and individual 
savings management and are particularly suited for subscribing fund’s 
quotas* for participating in non-quoted financial instruments - e.g. the ven- 
ture capital funds. These operators generally are’: 

- investment companies, banks, exchange agents, Sgr, SICAV, pension 
funds, insurance companies, financial companies belonging to banking 
groups and parties registered in the lists as mentioned in art. 106, 107 
and 1 13 of the Banking Consolidation Act (Legislative Decree 385/93); 

- foreign parties authorised by the regulations of their own country to 
carry out the same activities as in the previous point; 

- banking foundations; 

- individuals (or bodies) with the specific skills and experience in finan- 
cial instrument operations, as expressly declared in writing by the indi- 
vidual or his legal representative. 




Fig. 2.8. Typology of mutual investment funds 



With reference to the operational method, we must distinguish between 
“open-end” and “closed-end” funds. A fund is defined as “open-end” if the 
participant-subscriber has, at any time, the faculty to invest in (thus acquir- 



* Reference is made to the chapter by Geranio, in this volume. 

’ This list is held in the Bank of Italy Regulations of September 20, 1999 (Section 
I - Measures of a general character) as stated by art. 6, 34, 36, 38 and 50 of the 
Legislative Decree of February 24, 1998, n. 58 (Finance Consolidation Act). 
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ing newly issued quotas at current prices) or exit from the fund (exercising 
the redemption of the quota and timely obtaining the monetary equivalent 
at current prices). In a “closed-end” fund, instead, the subscribers’ right to 
the reimbursement of the quota is only recognised at a pre-determ ined ex- 
piry date, as stated in the information prospectus. Thus, closed-end funds 
do not provide the participants the possibility to subscribe new quotas and 
“exit” from the fund at any moment. This is why it is particularly suited to 
allocating financial resources to small and medium sized companies: 
mainly non-quoted; with high growth potential; in need of “patient” capi- 
tal, stably available to management and that does not oblige from the be- 
ginning - when the absorption of cash required for the investments is high 
- periodic payments of pre-determined cash flows to repay the financing. 

Therefore, the typical subscriber of a closed-end fund is an investor - ei- 
ther individual or institutional - capable of assuming a rather high level of 
risk, in expectation of a similarly high return to be realised in the medium- 
long term. Hence, the fund manager has stable resources and invests them 
in low liquidity assets. 

However, if internationally the subscription by institutional investors is 
prevalent (on average private investors contribute for only 10-15% to the 
funds raised), the Italian closed-end fund regulation (law n. 344/93) penal- 
ises the institutional fundraising, that is therefore strongly focused on pri- 
vate individuals. On the other hand, the funds raised from institutional in- 
vestors for the venture capital and private equity activities privileges the 
foreign closed-end funds. The main consequence is that the capital raised 
prevalently from private individuals does not possess the same characteris- 
tics, in terms of stability, risk/retum/liquidity and investment philosophy, 
of corresponding financial resources raised largely from institutional in- 
vestors. 

Finally, with reference to the type of asset subject to investment, both 
open-end and closed-end funds may invest in liquid assets, even if the lat- 
ter had better invest - once the relevant authorisation has been received 
from the Supervision authority - in financial instruments characterised by 
reduced liquidity and a greater risk profile, e.g. by risk capital in non- 
quoted companies. The closed-end funds, in addition, are the only vehicles 
permitted by the law, within the management of collective saving services, 
to invest in property and real estate activities, which show interesting de- 
velopment potential, as at the end of 2000, the 6 closed-end real estate* 
funds operating in Italy managed resources above Lire 3,100 billion. 



Ibidem. 
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2.4.2 The Structure of Italian Closed-End Funds 

Different solutions permit to carry out institutional venture capital activity 
through the creation of a “vehicle” in order to raise financial resources 
from investors and channel them, under the form of participations, towards 
companies presenting, in virtue of a product or innovative technology, a 
high growth potential. In particular, the markets where the venture capital 
is more developed historically and by size, present the following legal 
structures (EVCA 1999; Gervasoni 2000): 

1 . partnership: the shareholders are responsible for the management or 
agree to delegate the collective management of the funds raised to ex- 
ternal professionals (management company). In any case, the total 
sharefolders’ and fund’s reserves are equal, and the fund itself does not 
have an autonomous legal form; 

2. limited partnership: a scheme similar to the previous one, that provides 
the presence of two clearly defined categories of shareholders. In fact, 
the limited partners, i.e. subscribers to the fund’s quotas, have a limited 
responsibility in the fund’s management and investment decisions; the 
general partners, apart from transferring capital, are responsible for 
organising the fundraising, managing the funds raised and proceeding, 
at the expiry date, to the reimbursement of the quotas to the subscribers. 

3. corporation: a company whose shareholders are the investors. The main 
disadvantage with respect of the revious organisational froms is due to 
the fact that the corporation is subjected to taxation on the capital gains 
realised (and not distributed), whereas the partnership and limited part- 
nership are characterised by full “fiscal transparency”. They are there- 
fore typically constituted when the law does not permit certain parties to 
operate through partnership or limited partnership®; 

4. closed-end fund'®: an autonomous legal body independent from both the 
subscribers and the company that manages the resources. The subscrib- 
ers, however, do not have the possibility to intervene in the management 
or investment choice, which exclusively concerns the management 
company, assisted on specific aspects if necessary by one or more advi- 



® In the United States, for example, the banks cannot maintain holdings in limited 
partnerships: the only possibility they have to create a closed-end fund is through 
a corporate entity. 

'® This term refers to the legal structures operating in the United States; similar to 
closed-end fund are, in Great Britain, the venture capital trusts; in France, the 
fonds communs de placement k risque; in Germany the untemehmensbe- 
teiligungsgesellschafl; in Spain, the fondos de capital-riesgo. 
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sory companies. This is the legal solution envisaged by the Italian regu- 
lations to carry on in a professional manner the activity of managing 
collective savings with reference to non-quoted companies". 

However, it is worth underlining how, setting aside the particular legal 
structure chosen, there are common characteristics that distinguish a ven- 
ture capital fund compared to the other financial intermediaries presented 
in paragraph 3 : 

1. limited life; the fund has a pre-established expiry date, at the end of 
which the exiting and redemption of the quotas subscribed are returned 
to the investors. This characteristic, apart from minimizing the risks of 
differences between venture capitalists and investors on the timing and 
methods of redistributing the funds invested, is a powerful incentive for 
optimising the efficiency of the management company’s investment 
policies, that, in case of worse results than expected, will seriously com- 
promise its ability to raise funds in the future; 




Fig. 2.9. The typical structure of a limited partnership 



" The Finance Consolidation Act (Legislative Decree 58/98) also provides, in the 
management of collective savings, the investment in the variable capital of a com- 
pany (sicav) solution, whose share capital represents the assets that must be in- 
vested and managed. The same normative corpus, however, assimilates the assets 
of the sicav to the open-end mutual investment funds, thus imposing the same lim- 
its to the concentration of risks for the latter, the most important of which prevents 
them from making investments for more than 20% in non-quoted financial instru- 
ments from the same issuer. This prevents to consider the sicav as a professional 
operator in the venture capital market. 
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2. flexibility. The management company can launch several funds simulta- 
neously, each one characterised with a distinctive duration, capital and 
investment philosophy; therefore, it is possible to satisfy a variety of in- 
vestor categories, each with a specific risk/retum/liquidity profile, wid- 
ening the depth of the risk capital market. This flexibility, in addition, 
allows the manager to delegate to other parties (advisor companies) 
some of their institutional activity (fundraising, identification of the tar- 
get companies, investment selection and/or monitoring, analysis of the 
exit opportunities). He is therefore always able to supply the clientele 
with highly specialised and sophisticated products, without necessarily 
possessing internally a wide and specialised expertise; 

3. remuneration mechanisms. The parties appointed to the fund manage- 
ment receive, first of all, a fixed management fee, generally varying be- 
tween 2% and 3% of the total capital raised; in addition, the manage- 
ment company also participates in the final result of the fund, through 
the carried interest mechanism, that allows it to receive a certain per- 
centage (usually 20%) of the total capital gains realised in the exit 
phase. Hence, the venture capitalists are more responsible in the invest- 
ment selection and management activities, as these affect an important 
part of their own remuneration'^. 

We will now examine the major differences between the structure of the 
limited partnership, widespread in the Anglo-Saxon world due to its ad- 
vantageous fiscal asymmetry, and the closed-end fund, that represents the 
only option allowed by the Italian legislator (Figs. 2.9 and 2.10). 

First, the venture capital funds constituted through limited partnerships 
provide the existence of two distinct investment categories - general part- 
ners and limited partners - with involvement and responsibility levels dif- 
ferentiated in the management of the capital raised. This separation does 
not occur, but it is typical in the closed-end funds, between the reserves of 
the venture capital fund and of the fund managers - the general partners: it 
allows the management team to act autonomously in the selection of the 
best investment opportunities, accelerating the decision-making process 
relative to the preparation and conclusion of the investments. 



For further details on the typical incentive and remuneration mechanisms in the 
venture capital industry, see Liaw 1999. 
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Fig. 2.10. The typical structure of a closed-end fluid 



In order to avoid the emergence of opportunistic behaviour by the gen- 
eral partners, they are explicitly prohibited to perform trading operations 
on their own behalf (self-dealing), which, for example, could allow them 
to receive benefits not available to the limited partners. 

Second, in contrast to the closed-end funds, the subscribers can exit 
their investment before the end of the fund’s life, i.e. the limited partners 
can ask at any moment for the reimbursement of the quota subscribed. It is 
thus possible that, against the limited partners’ request of exiting, there 
might arise liquidity risks within the limited partnership, which could 
jeopardize the stability of the financial resources given to the companies 
financed*’. 

Finally, a further element of differentiation relates to the legal nature of 
the limited partnership: as it is not a company with share capital, it is not 
eligible, in the countries whose legal regulations provide for such a com- 
pany structure, to be admitted for quotation on the official stock markets. 

The quotas of a closed-fund, on the other hand, can be traded on a regu- 
latory market, and in addition, as stated in the Italian regulations, in case of 
quotation it is possible to subdivide the quotas, with the aim of permitting 



*’ In practice, however, the Anglo-Saxon experience shows how the limited part- 
ners’ request for an anticipated exit of the investment is extremely infrequent, as 
in the case of scarce satisfaction for the general partners’ management activities, 
thay will not participate in the latter’s future initiates; see Jeng and Wells 2000. 
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greater marketability of the certificates representing them and increasing 
the liquidity profile. 

In the countries where it is possible to constitute a limited partnership, 
the largest part of its success is due to the favourable fiscal regimes, differ- 
ing from the ones applicable to the other intermediaries operating in the 
venture capital market, e.g. the closed-end fund''*. 



2.4.3 The Evolution of the Applicable Legislation 

This paragraph focuses on the most critical aspects characterising the leg- 
islative measure (law 344/93) that, for the first time, established in Italy 
this typology of financial intermediary and that has significantly affected 
the operation and diffusion on a vast scale‘^ Moreover, we will analyse 
how the following measures enacted by the national legislator were able to 
intervene in the problems highlighted. In the final paragraph, we will make 
a final evaluation and stress the questions not yet solved. 

The constant reference point will be the regulatory solutions adopted in 
those countries where the closed-end funds have operated most and have 
been able to fully perform their potentiality. 

In particular, the greatest weakness relating to the characteristics of the 
legislation of the Italian closed-end funds - only recently modified - can 
be summarised in the following points: 

- legislation related to the fund raising; 

- limits to the holding of voting rights; 

- limits to the fund duration; 

- fiscal regime applicable. 

Legislation in Relation to the Fund Raising 

The legislation for closed-end funds, which did not distinguish between re- 
tail and reserved funds, establishes that the fund’s reserves must be raised 
through one single emission of quotas, equal in unitary values. These quo- 
tas, as later on specified by the Treasury Ministerial Decree n.228 of May 
24, 1999 (hereafter D.M. 228/99), must be subscribed within 18 months 



In the United States, in fact, if at the beginning of the eighties less than 40% of 
the venture capital funds were structured as limited partnerships, this percentage 
was over 80% in the middle of the nineties; see. Gompers and Lemer 1999. 

For a systematic discussion on the discipline currently in force, see Gervasoni 
2000. 
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from the Consob’s approval of the fund’s information prospectus. The 
payments of the quotas subscribed must be made in one unique step, 
within the terms provided in the fund’s regulations. 

The problem emerging from such a legislative provision arises from the 
fact that the management company may have to manage considerable 
amounts of liquidity for a non-negligible period before the fund’s re- 
sources can be actually invested. However, the investment in non-quoted 
companies, which often have an extremely limited track record, presup- 
poses a screening and analysis activity that is time consuming. All this 
could result in the significant reduction of annual percentage returns of the 
investment guaranteed to the subscriber after the reimbursement of the 
quota, with consequential detriment to the manager’s reputation. 

To solve this problem, the D.M. 228/99, after having allowed the possi- 
bility of establishing funds, beside the retail ones, whose participation are 
reserved exclusively to qualified investors - as listed in paragraph 4.1. - 
provides the draw down mechanism, i.e. the payments of the quotas can be 
made in different occasions, following the subscriber’s commitment to pay 
on the management company’s request and based on the effective invest- 
ments decided each time. 

In addition, law 344/93 also establishes that the management company 
must invest its own reserves in quotas of funds managed, within a mini- 
mum of 5% and a maximum of 10% of the value of each fund. This limit 
was, first, lowered to 2% by the Regulations of the Bank of Italy of July 1 , 
1998 and, afterwards, eliminated in relation to reserved funds by the D.M. 
228/99. In fact, in the case of retail funds the subscription of at least 2% of 
the reserves of each fund aims at transmitting a strong signal to the average 
investor, in order underline that the management company, before carrying 
out solicitation activity of savings to the public, firmly believes in the suc- 
cess of the initiative. In the case of reserved funds, however, it is legiti- 
mate to presume other and more sophisticated parameters for the profes- 
sional investor to take into consideration in evaluating the profile of the 
investment’s expected profitability. 

Limits to Holding Voting Rights 

The Treasury Ministerial Decree n. 228 of May 24, 1999 and the suc- 
cessive Regulation of the Bank of Italy of September 20, 1999, imple- 
mented by article 6 of the Finance Consolidation Act (Legislative Decree 
58/98), radically changed the operating possibilities of closed-end funds, 
removing those pre-existing restraints to investments, that limited the ef- 
fectiveness and diffusion of the national venture capital industry. 
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In particular, law 344/93 states special limits on the risk concentration 
and holding of voting rights, so that the fund’s reserves could not be in- 
vested: 

1. for more than 80% in non-quoted shares (with a minimum limit, how- 
ever, of 40%); 

2. for more than 20% in Italian or foreign government securities; 

3. for more than 20% in shares, or quotas with voting rights, in quoted 
companies; 

4. in liquid assets sold to another fund of the same group; 

5. in shares or quotas of companies if, as a whole, 51% of the capital is 
owned by less than three companies managing mutual funds (open and 
closed), belonging to different groups; 

6. in shares, or quotas with voting rights, issued by the same company for 
a value superior than 5% of all the shares issued by the company, if 
quoted; 

7. in shares, or quotas with voting rights, issued by the same company for 
a value superior than 30% of all the shares issued by the company, if not 
quoted. 

The Regulation of the Bank of Italy of 1999 substantially revised and 
modified the above-mentioned limits, benefiting closed-end retail funds, 
and allowed the reserved funds a broad faculty to deviate from the afore- 
said norms of risk hedging and subdivision, thus widening the investment 
possibilities. 

The current regulations provide only for a minimum investment limit in 
financial instruments of retail funds in non-quoted companies - 1 0% of the 
fund’s reserves. However, there are not any maximum limits, and as a con- 
sequence there is nothing to prevent these funds to invest the entire capital 
raised in a non-quoted company. In compliance with the diversification 
principle, the reserves of the fund cannot be invested: 

1 . for more than 20% in non-quoted financial instruments by the same is- 
suer; 

2. for more than 15%o in quoted financial instruments by the same issuer; 

3. for more than 30% in financial instruments issued by several companies 
belonging to the same group (limit reduced to 20% when the group be- 
longs to the Sgr); 
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In relation to the reserved funds, the regulation of the Bank of Italy of 
September 20, 1999 establishes that “in the fund regulations different 
norms from the general ones can be prudentially fixed”, thus leaving sig- 
nificant faculty in separating from each of the above concentration limits. 

However, the aspect of greatest significance and originality of the new 
regulations related to the holding of voting rights is the fact that closed-end 
funds - both offered to the public and reserved - can acquire majority 
shareholdings in the risk capital of non-quoted companies, ususally object 
of the venture capital and private equity activity. With reference to retail 
funds, there is only the limit, and for quoted companies only, to hold a 
maximum of 10% of the quotas with voting rights from the same issuer. 
The reserved funds for professional investors can, instead, also depart from 
this regulation. Law n. 344/93 excluded in all cases the possibility to hold 
controlling shareholdings, even if not meeting the limits above. 

The removal of the prohibition for Italian closed-end funds to hold con- 
trolling interests in non-quoted companies represents a real point of dis- 
continuity from the past, as it eliminates the most critical element en- 
counted by the intermediaries in performing their institutional activity in 
the risk capital market, especially considering that the prohibition was ob- 
viously not applicable to operators subject to other regulations. 

First, greater weight is attributed to the closed-end fund within the cor- 
porate governance of the companies financed, as the financial intermediary 
“counts” more on the board of directors and no longer finds himself in a 
position of inferiority compared to the majority shareholder. A similar 
condition should benefit the company financed, as the transfer of industrial 
experience and skills is easier. Moreover, the assistance supplied to the en- 
trepreneur is more effective in relation to formulating and implementing 
the company’s competitive strategies and adaptating the structural layout 
to the changes required by the choice of particularly rapid growth paths. 

Second, a more equilibrated division of the voting rights, where the en- 
trepreneur does not maintain the majority of his own company even after 
the entry of the closed-end fund in the risk capital, allows to perform re- 
muneration and incentive mechanisms in order to induce the fund to avoid 
opportunistic behaviour and to concentrate on the company’s growth 
(Sahlman 1990; Gompers 1995). The entry of the venture capitalist in a 
company is preceded by rather elaborate contractual negotiations, in 
which, typically, a series of appropriate criteria and mechanisms are fixed 
to allow the entrepreneur to increase, over time, the quota of risk capital 
held, in order to reach particular growth objectives; therefore, forms of eq- 
uity-based remuneration, share buy-back programmes and the issue of 
convertible shares are some of the possible mechanisms permitting the en- 
trepreneur and the majority shareholder to align their objectives. 
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Third, as shown by empirical experience, a greater level of involvement 
in the investment outcome gives the venture capitalist greater incentives 
and better operative possibilities in monitoring the entrepreneur’s behav- 
iour; this is a very important aspect in a market where moral hazard repre- 
sents the principal factor of imperfection in trading (Jeng and Wells 2000). 
Moreover, the typical target of the closed-end funds’ activity, i.e. small 
and medium sized non-quoted companies with high ownership concentra- 
tion, is characterised by a high level of “information opacity”; it is there- 
fore important to benefit from privileged observation points, in order to 
gain full access to the information sources of the business. 

Fourth, the possession of a majority interest is often an essential requi- 
site in managing the exit (way-out) coherently with the timing and profit- 
ability objectives of the closed-end fund. If the financial investor does not 
have full discretionary powers in exiting the investment through trade sales 
operations or mergers with other companies, and the recourse to the stock 
market is not practicable, the only alternative available is the participa- 
tion’s sale to the majority shareholder (or to the company’s management), 
which are a possible detriment to the investor’s economic returns. In fact, 
at the end of the programmed investment period of the closed-end fund, 
the company might not yet be ready for quotation on an official regulatory 
market, which however, in the Italian case, does not present the efficiency 
and liquidity typical of the Anglo-Saxon stock markets. On the other hand, 
the shareholding’s sale on the private market of ownership reallocation 
makes the requisite of the company’s control particularly stringent, in or- 
der to manage the private sale (and thus the choice of the buyer, the deter- 
mination of the operation’s timing, sales price and method of payment). 
Moreover, it is desirable to avoid the application of a “minority discount” 
to the share value (Capizzi 2000). 

Finally, the possibilities to assume majority shareholdings in the risk 
capital of non-fmancial companies, increasing the investment’s control and 
effectiveness, ends up by increasing the broadness and flexibility of the 
options available to the management company, and thus favours the devel- 
opment of the national venture capital industry, in line with the experience 
of other financial systems. 

Limits to the Fund’s Duration 

Law n. 344/93 states that the fund’s duration could not be less tham five or 
more than ten years, except for a possible “grace period” of three years at 
the end of the fund’s duration, expressly authorised by the Bank of Italy in 
order to allow the investment exit. 
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The D.M. 228/99 extended to all closed-end funds - retail and reserved 

- the maximum duration limit from ten to thirty years (plus the three grace 
years that mighy be requested to the Bank of Italy to allow the exit from 
the investment). 

Such a modification to the regulations concerning the fund’s duration 
further increases the flexibility of the investment choices, as in the absence 
of stringent expiry dates, the exit process of the investment can be post- 
poned to a moment when greater value has been acquired. 

Therefore, a longer duration is more coherent with the nature of the ven- 
ture capital activity. Differing from the private equity investments, ad- 
dressed towards companies that have already undergone the commence- 
ment and development phases and are often ready for quotation on the 
stock exchange, the path that the venture capitalist must take together with 
the company in the start-up phase is long and difficult. In fact, in some 
cases, ten years cannot be considered as a sufficient time horizon to permit 
the company to overcome the initial phases of its development (early- 
stage), characterised by the structural incapacity to product cash flows 
which are positive or, however, superior to the cost of financial resources 
obtained from debt securities: e.g. the high capital intensive businesses, 
biotechnologies, telecommunications, some segments of the pharmaceuti- 
cal industry. 

Other than reducing the possibility of behaviour oriented towards the 
short term (short-termism), aimed at searching those investment opportuni- 
ties capable to produce high capital gains in a “reasonable” time period - 
and, therefore, not necessarily compatible with the seed/start-up financing 

- lengthening the maximum duration period of the closed-end funds is 
more coherent with the investment time horizons of institutional investors 
such as pension funds, whose weight in the Italian financial system is 
bound to inerease in the coming years. 

Fiscal Regime Applicable to Closed-End Funds 

The fiscal regime of closed-end funds, as disciplined by law 344/93, art. 
11, valid until the entry in force on July 1, 1998 of art. 8, paragraph 3 of 
the Legislative Decree 461/97, stated the tax exemption on the income of 
corporates, individuals and on the local income tax. A single tax was es- 
tablished equal to 0.25% of the fund’s net value, with a reduction to 0.10% 
where the fund had invested no less than 50% of its own reserves in shares 
or equivalent securities issued by non-quoted Italian companies considered 
as “small” in compliance with law n. 317/91, i.e.: 
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- industrial companies with no more than 200 employees and a capital in- 
vested not higher than Lire 20 billion; 

- commercial and service companies with no more than 75 employees and 
a capital invested not higher than Lire 7.5 billion. 

The gains of the fund, in addition, did not contribute to the formation of 
the assessable income of the receivers with the exclusion of those exercis- 
ing commercial activities; however, in this case, if the fund’s quotas were 
held for a minimum period of three years, a tax credit was established 
equal to 25% of the gains. This regime was only applicable to those parties 
who held a quota of the fund inferior to 2%, and then increased to 10% 
with a special Treasury Ministerial Decree for each of the categories of in- 
stitutional investors’®. 

The ordinary taxation regime for corporate entities did not provide, 
however, any allowments for the capital gains, which entered in the com- 
pany’s normal income. This regulation significantly penalised the national 
venture capitalists, at least with reference to the regimes in place simulta- 
neously in other European countries (such as France, Belgium, Holland, 
Denmark). The dividends distributed by the fund entered within the com- 
pany’s normal income and were not subject to ILOR. In case they were 
originated from a foreign resident company, with a holding greater than 
20% (10% if quoted), the dividends contributed to assessable income only 
for 40% of their value. There is clearly, therefore, a fiscal asymmetry in 
favour of management companies resident outside the national boundaries, 
that benefit from a much better treatment than the Italian closed-end funds. 

The new fiscal regime currently in place, that acknowledges the regula- 
tions of the Legislative Decree of November 21, 1997, n. 461 and of the 
Legislative Decree of December 23, 1999, n. 505, stands within a more 
general revision of the taxation system of mutual investment funds. 

In particular, in relation to the fiscal regime applicable the fund’s gains, 
as in the previous regime, the funds are not subject to tax on income of 
corporates, individuals and to the local income tax (now substituted by the 
regional tax on production); the withholdings on the income of capital, in 
addition, are only a lump sum. 

The Legislative Decree n.505 of December 23, 1999 stated that on the 
management result matured each year, and relevant to the qualified par- 
ticipations held by the collective investment organisms (disciplined by ar- 



'® Article 3 of the Treasury ministerial decree of February 9, 1994 identifies as 
“institutional investors” the following categories: a) obligatory pension schemes; 
b) insurance companies; c) banks; d) holding companies; e) management compa- 
nies of closed-end funds; f) equipollent foreign organisations. 
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tide 8 of the n. 461 of November 21, 1997), a substitute tax is applicable, 
i.e. 27% rather than 12.5%. This measure, however, considers qualified all 
participations in capital or reserves with a voting right in the company or 
body higher than 1 0% for the participations traded on regulatory markets, 
or 50% for the other ones. 

Compared to the previous regime, the tax credit applied on the gains 
from participations in collective investment organisms, undertaken in the 
same year by commercial companies and related to the management result 
subject to the substitute tax of 27%, is 36.98% of the total amount. The fis- 
cal treatment of the closed-end funds has been equalized to that of the 
open-end mutual investment funds. The measures contained in the legisla- 
tive decree are applicable to the collective investment organisms with at 
least 500 participants, starting from January 1, 2000. 

In relation to the fiscal regime applicable to the Italian participants in 
the fund, the gains distributed are not part of the assessable income, with 
the exception of the participations in the fund undertaken in the same year 
by commercial companies. The gains deriving from these shareholdings 
affect the income only in the year in which they are received. The gains re- 
ceived are subject to a tax credit equal to 1 5% of the amount. 

The corporate bodies cannot, by express regulatory exclusion, opt for 
the substitute tax regime for the capital gains (that establishes a minimum 
12.5% and a maximum 27% rate), in case these derive from participations 
in investment funds. 

The fiscal regime applicable to the foreign participants of the fund, de- 
pends on two categories: 

- resident in countries in the white list’’; 

- resident in other countries. 

The first list benefit from a few advantages: where non residents have 
received gains paid by collective management organisms subject to substi- 
tute tax, they have the right to the reimbursement of the tax paid by the 
fund (equal to 15% of the gains paid). In the Italian collective investment 
organisms whose quotas or shares are subscribed exclusively by non- 
resident parties, the organisms are exempt from paying the substitute tax 
on the management result. 



The white list includes all the countries with an agreement guaranteeing the ex- 
change of information, e.g. USA pension funds, Dutch holding companies, Lux- 
embourg soparfi and Madeira companies; otherwise - e.g. “fiscal heavens” - they 
are included in the black list: Swiss and Luxembourg holdings, English pension 
funds, Anglo-Saxon limited partnerships. 
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The residents of countries on the so-called black list are applied, instead, 
a 12.5% taxation. 

Table 2.2. Principal legislative measures related to closed-end funds 

Legislation August 14, 1993, n. 344 
Legislative Decree November 21, 1997, n. 461 

Legislative Decree February 24, 1998, n. 58 (Finance Consolidation Act) 

Regulation of the Bank of Italy July 1, 1998 

Treasury Ministry Decree May 24, 1999, n. 228 

Regulation of the Bank of Italy September 20, 1999 

Legislative Decree December 23, 1999, n. 505 

Bank of Italy regulation December 24, 1999 



2.5 Final Considerations: Open Problems and Policy 
Indications 

We have attempted to critically analyse the main factors that hindered the 
diffusion of closed-end funds in the Italian market, i.e. the category of in- 
termediaries most suitable, by nature, to perform a professional venture 
capital activity. 

The mechanism used at a regulatory level in attempting to solve most of 
these problems consisted in the identification of two distinct categories of 
closed-end funds; offered to the public (retail) and reserved. The latter in- 
cludes the funds destined to institutional investors, and a series of exemp- 
tions are applicable to the limits that conditioned the Italian closed-end 
fund, especially if compared to the other countries, both European and 
non. 

Table 2.2 shows chronologically the principal legislative measures that 
have from time to time modified the discipline of closed-end funds, start- 
ing from the institutive law (law n. 344/93). 

In particular, the main lessons that can be taken from the Italian experi- 
ence of closed-end funds can be summarised as follows: 

1. It is necessary to provide closed-end funds with a certain amount of 
flexibility in relation to the methodology of raising funds from the in- 
vestors, in order to avoid problems related to managing considerable 
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amounts of excess financial resources for a non-negligible period of 
time; 

2. In order for these intermediaries to contribute strongly to the develop- 
ment of a broad and efficient venture capital market, they must be also 
provided with the possibility to acquire majority interests in the risk 
capital of the companies financed. This is often the only way to be able 
to manage with maximum discretionary powers the exit phase (way out) 
and monitor effectively the behaviour of the entrepreneur financed; 

3. The fund’s duration must be compatible with the financial requirements 
and the growth path of the companies financed, that often need signifi- 
cant periods of time to be able to overcome the seed and start-up phases, 
and thus begin to fi'ee financial resources for their investors. Lengthen- 
ing of the fund’s duration from 10 to 30 years guarantees a more stable 
flow of resources to the company financed and, in addition, makes pos- 
sible a future participation in this market by the pension fund operators, 
that have a medium-long term investment time horizon; 

4. The returns received by the investors should be considered from the fis- 
cal point of view as those deriving from other stock market investments, 
and in particular should not be penalised compared to the results of the 
activity carried out by similar types of financial intermediaries with ref- 
erence to the other countries. 

Finally, there remain certain elements of weakness characterising the 
discipline and operation of Italian closed-end funds not explicitly analysed 
in this paper, as they are not the subject of legislative modifications 
planned in relation to this category of operators. 

Reference is made, first, to the problem of admission and trading on the 
official regulatory markets of the closed-end funds’ participation quotas. 
The current discipline does not place a real and proper quotation obligation 
on Italian closed-end funds - as envisaged in law 344/93 - , therefore 
transferring the choice of requesting the quotation to the discretion of the 
Sgr, that must decide when the fund is created. 

The experience of other countries indicates that most operating closed- 
end funds are regularly quoted on official stock markets (EVCA various 
years); the suggestion that can be derived is to institutionalize and quicken 
the quotation procedures of the closed-end funds’ quotas, in order to 
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achieve significant benefits in terms of liquidity and accessibility of the in- 
vestment for the potential subscribers'®. 

A further aspect not examined in this paper relates to the potential prob- 
lem of a single bank or financial institution conditioning the management 
company in performing its institutional activity. This is the case of the 
“captive” funds, different from the “independent” ones as their sources of 
supply are exclusively or prevalently parent companies or other related 
companies, and thus do not turn directly to the capital markets for raising 
their financial resources. The reduced operating autonomy of the captive 
funds - widespread in Italy - could significantly affect the investment poli- 
cies of the closed-end fund’s management company and reduce the weight 
of the non-financial resources transferred from the fund to the companies 
financed (mainly business expertise and managerial resources). 

The international experience underlines how: 

- Mostly independent funds perform a more evident role of active investor 
towards the companies financed (A.I.F.I. various years); 

- In the Anglo-Saxon markets the independent operators are prevalent 
compared to the captive ones. 

It should be therefore eonsidered if it is not approprioate to adopt some 
measure th’at stimulates the constitution of independent management com- 
panies, capable of operating autonomously with the rules and judgement of 
the market and of realising fundraising /commitment/management invest- 
ment policies fully coherent with the expectations of the subscribers and 
receivers of the financial resources intermediated. 

The first Italian closed-end funds constituted according to the new dis- 
cipline have only started recently. In a few years, when some of these 
funds end their fundraising-investment-exiting cyele, it will be possible to 
verify the real potential of this typology of intermediaries within the Italian 
economic and financial context and, consequently, to know if also in Italy 
the closed-end funds can really become the main operator in the venture 
capital industry. 



The regulations for the placing and quotation of the closed-end funds’ quotas 
are stated in the issuer’s regulations, enacted by Consob - in implementation of 
the Legislative Decree 58/98 - with resolution n. 11971 of May 14, 1999. 
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3.1 Introduction 

This chapter will address the main legal issues in structuring, establishing 
and placing interests in Italian venture capital investment schemes with 
domestic and international investors. Some initial remarks will help clarify 
the main focus of this work and its underlying options. 

The reference to "Italian" investment schemes (or funds) encompasses 
all investment schemes whose primary investment focus is on Italian busi- 
ness enterprises, whether or not this is stated in the fiind documents. This 
notion ineludes investment schemes established under Italian law as well 
as other schemes established under the laws of different jurisdictions and 
serving the same market purposes. The aim is to provide a comprehensive 
view of the legal market for these investment schemes rather than just a 
partieular segment thereof. 

Our main focus will be concentrated on investment schemes intended 
for, and placed with, qualified investors as opposed to retail investors. As a 
funetion of the legal scheme adopted and the circumstances of each indi- 
vidual fund, this feature may derive from a requirement that investors fall 
within certain categories to join the investment scheme or undertake a ro- 
bust commitment (normally not less than Euro 1 million) or a combination 
of both. 

This chapter is divided in two parts. Paragraphs from 3.2 to 3.5 will ex- 
amine the key drivers of the fund industry and the material terms normally 
found in fund documentation in line with standards developed in the inter- 
national market. Paragraphs from 3.6 to 3.9 will more specifically deal 
with Italian investment schemes. A preliminary review of the international 
eontext will help readers better understand: (a) the current state of the do- 
mestic market and particularly the options available to fund promoters 
seeking to effect substantial international fundraising; (b) certain recent 



‘ Although the chapter is based on a strict cooperation between the two authors, 
paragraphes from 3.2 to 3.5.9 is attributed to Jonathan de Lance Holmes and para- 
graphes from 3.6 to 3.9 to Enzo Schiavello. 
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changes to the legal rules governing Italian closed-ended funds; and (c) the 
foreseeable development of the Italian legal system and market for these 
investment schemes. 

Finally, although venture capital and private equity are two industries 
with fairly distinctive features in terms of financed business stages and re- 
lated types of investment transactions, the differences between the two in- 
dustries are not so significant from the perspective of fund structuring. 
Thus, the following description largely applies to venture capital and pri- 
vate equity investment schemes without distinction. Legal features that are 
peculiar to venture capital investment schemes will be noted. 



3.2 Background: Development of the International Private 
Equity Market 

The modem private equity market is a relatively new phenomenon, dating 
back essentially to the 1960’s in the USA. In its beginning, the market 
concentrated on early stage investments in start-up and developing compa- 
nies (“venture capital”), involving relatively small overall amounts of 
money raised and invested. As the market has developed to cover transac- 
tions ranging from the very small to the top end (multi-billion dollar deals) 
of the international M&A market it has also segmented into market sec- 
tors. 

Some funds still concentrate on early stage or “venture capital” invest- 
ments in start-up or rapidly growing companies. These investments gener- 
ally take the form of minority equity stakes, designed to grow in value and 
be repaid as companies grow and obtain later rounds of financing. Over- 
lapping with this are “development capital” funds targeting these later 
rounds of equity financing for companies which are no longer start-up but 
which require additional capital to finance growth. Again, these invest- 
ments are normally in the form of minority equity or preference share capi- 
tal. Buy-out funds concentrate on the outright purchase (together with an 
equity stake for a management team) of mature and often very large com- 
panies on the public or private M&A markets, with a view to increasing 
equity value through restructuring, financial engineering or more efficient 
management from an incentivised team, and realising this value through 
initial public offers, securitisations and/or trade sales. Additionally, there 
are specialist funds established to provide particular types of finance, such 
as mezzanine finance. 

The private equity fund market has grown up alongside, and to support 
the activities of the private equity managers. Some private equity managers 
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operate within, and invest the capital of, financial institutions such as in- 
vestment banks and insurance companies, and therefore do not need to 
raise external equity finance. However, a substantial portion of the market 
is represented by managers who must raise money from external investors. 
These are sometimes part of a larger financial group, but are generally in- 
dependent (often employee-owned) entities. 

The market for private equity fund raising developed initially in the 
United States. It is a market dominated by large institutions, who can af- 
ford to commit substantial amounts of money over an extended timescale 
to essentially illiquid investments. The principal industry players have 
therefore traditionally been corporate and public sector (including US 
State) pension funds, insurance companies and charitable foundations. It 
has not generally been a market directed at retail or corporate investors. 

Although the European market is many times smaller than its American 
counterpart, it is the most developed private equity market outside the 
United States. Private equity houses operating in Europe have generally 
modelled their fund structures and terms on US lines. This is partly a result 
of the managers coming from a US background (either European branches 
of US private equity houses or having worked in the US industry) and 
partly because the investor market for such funds remains dominated by 
US institutions. The U.K. is the most developed European private equity 
market, and its legal system and tax regime have also enabled the basic US 
fund model (described below) to be used. As more continental European 
private equity managers have established themselves and European institu- 
tions become a greater share of the investor market, other fund structures 
and terms have been developed (for example, in relation to Italy). How- 
ever, the US/U.K. model remains the starting point and the benchmark for 
the expectations of most international fund managers and investors regard- 
ing fund terms and structures. 



3.3 Key Drivers of Fund Industry 

The private equity fund industry is driven by the commercial and tax re- 
quirements of fund managers and their investor base. A fundamental of 
private equity investing is that the underlying investments are by their na- 
ture illiquid and will take a substantial time to realise. The lack of a liquid 
market makes it difficult to value such investments until they are disposed 
of Set against this is the potential for a higher overall rate of return on 
these investments than that available in the public securities markets. It is a 
market in which the skills of individual managers are seen as key to gener- 
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ating returns to investors. The investment process itself is time consuming, 
and it can take several years to invest a fund. 

This combination of factors has produced the following fundamental 
drivers for the private equity fund industry. 

3.3.1 Performance - Internal Rate of Return 

Investors look to achieve a higher return on private equity investments 
than available on the public markets and are willing to incentivise man- 
agement provided that these returns are achieved. Management, in turn, 
wish to benefit personally from the commitment of their skills and time 
over what can be a long period from the first investment to the last divest- 
ment of a fund. This has produced a two tier structure of remuneration; an 
annual fee (often structured as a profit share) of a percentage of investors’ 
commitments to the fund, plus a performance fee or “carried interest”. The 
latter is where managers expect to make most of their returns, and it is 
generally 20% of profits (either of the fund as a whole, or on a deal by deal 
basis). 

Investors are willing to pay these levels of fees only if they have re- 
ceived a minimum return themselves, which has led to the concept of a 
“preferred return”. No carried interest or performance fee is paid unless in- 
vestors have received back their invested capital plus a notional rate of in- 
terest (generally 8 or 1 0% per annum, compounding) on that invested capi- 
tal. 

This rate of return is not calculated on investors’ commitments (much of 
which will not be invested for some time) but on invested capital for the 
period from draw down to return, expressed as an internal rate of return 
(“IRR”). As well as being the benchmark for the payment of carried inter- 
est, IRR figures are the most commonly used marketing tool for private 
equity houses wishing to advertise their returns (and for investors to show 
the rewards that justify the illiquidity and increased risk of private equity 
investment). 



3.3.2 Draw Downs 

As noted above, it generally takes several years to invest a private equity 
fund. In order not to depress IRRs, and to allow investors to effectively 
manage their cash, private equity funds draw down committed capital from 
investors over a period of time. This is generally around five years, with 
potential for later drawings for follow-on investments, fees and expenses. 
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3.3.3 Return of Capital 

Investors in private equity expect the return of their invested capital as and 
when investments are disposed of. Managers also generally wish to 
achieve this, in order to maximise IRRs. Private equity fund structures will 
therefore generally allow for the full return of capital (not just profits) to 
investors on a flexible basis. 

3.3.4 Tax Transparency 

As for all investment fund structures, investors expect private equity funds 
to be tax efficient that is, that an investment through the fund will incur no 
more tax than a direct investment in the underlying investments. Ideally 
therefore, a fund structure will involve the fund itself not paying tax whilst 
allowing the investor to benefit from whatever double tax treaties or other 
tax exemptions it would be entitled to on a direct investment. 

In the case of the private equity fund industry, as noted above a substan- 
tial proportion of the investor base is either fiilly or partially tax exempt 
(e.g., state and corporate pension funds, charities and foundations). These 
entities expect to benefit from at least very favourable rates of tax under 
double tax treaties on investments outside their home jurisdictions and not 
to pay tax on investments in their home countries at all. Given this investor 
base, and these requirements, it is not surprising that private equity funds 
investing in the US, the U.K. and many other jurisdictions are normally 
structured as tax transparent entities. 



3.4 Structures Most Frequently Used in International Fund 
Raising: Limited Partnerships 

By far the most current fund structure in the international private equity 
market is the limited partnership. These entities are generally established 
under the laws of a US state (in particular, Delaware) under English law or 
under the (English-based) laws of offshore fund centres such as Jersey, 
Guernsey and the Cayman Islands. Limited partnerships set up in any of 
these jurisdictions are broadly similar. This is not to say that there are not 
important differences for some purposes, such as the separate legal person- 
ality of a Delaware or Scottish partnership in contrast to the lack of sepa- 
rate legal personality for partnerships in the other jurisdictions. 
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3.4.1 Advantages 

Limited partnerships have the following advantages for investors and man- 
agers: 

- Tax Transparency: Limited partnerships are tax transparent in many (but 
not all) jurisdictions, crucially including the US and the U.K. To the ex- 
tent that they are not transparent in other jurisdictions, it may be possi- 
ble to structure for tax efficiency through investment vehicles below the 
level of the limited partnership. 

- Flexible Capital Structure: Limited partnerships are not subject to rules 
which apply to companies on the maintenance of capital, restrictions on 
distributions, and the like. It is therefore easier to achieve flexibility 
both on the timing of drawdowns of capital (or cancellation of undrawn 
capital) and on the distribution of capital proceeds to investors, than 
would be possible in a corporate structure. 

- Commercial Flexibility: There is generally very little prescriptive legis- 
lation regarding the terms of a limited partnership agreement. Complex 
profit sharing, voting and other arrangements can therefore be written 
into a limited partnership agreement in a way which can be difficult to 
replicate in a corporate structure. 

- Confidentiality: The limited partnership agreement does not need to be 
filed for public inspection, so its terms can remain confidential. It is 
worth noting however that the identity of limited partners and their in- 
vested capital is often available on a public register. 

- Limited Liability: As the name suggests, unlike most other tax transpar- 
ent structures limited partnerships afford limited liability to investors 
(providing that they comply with restrictions on taking part in manage- 
ment - see below). 

- Accounting: Although investors, as a commercial matter, expect to see 
audited private equity fund accounts, there is generally no legal re- 
quirement as to the accounting standards to be followed, and accounts 
are not publicly available. 

3.4.2 Disadvantages 

- Restriction on taking part in management: Limited partners lose their 
limited liability if they take part in the management of a limited partner- 
ship. This can be an important restriction on allowing investors to par- 
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ticipate in decisions (although many jurisdictions have some form of 
“safe harbour” in their limited partnership law to allow for matters such 
as vetos on conflicts of interest). 

- Unlimited Liability of the General Partner: The general partner of a lim- 
ited partnership has unlimited liability for its debts and obligations. 
However, it is generally possible to insulate management from the worst 
effects of this (through using limited liability companies as general part- 
ners, and by investing through limited liability structures below the level 
of the limited partnership). 

- Uncertainties Regarding Limited Liability: It is unclear whether certain 
jurisdictions will recognise the limited liability of limited partnerships, 
at least in the case of those without separate legal personality (such as 
the U.K., Channel Islands and Cayman Islands). 

- Complexity: Since the entire terms of a limited partnership have to be 
written out in full in its limited partnership agreement (often together 
with side letters and ancillary documents) these are generally highly 
complex documents. Some of this complexity could be avoided by the 
under-pinning of corporate law principles; however, this complexity is a 
by-product of the increased flexibility of a limited partnership structure. 



3.5 Material Fund Terms 

The following is a summaiy of the commercial terms of a “typical” private 
equity fund. These terms will be substantially the same whether a fund in- 
vests in venture capital, development capital or buyouts, and regardless of 
the size of the fund or the target size of deals. Fund terms vary and are 
generally negotiated in detail between the managers and the larger inves- 
tors. 



3.5.1 Commitments by Investors 

Each investor commits at the outset to subscribe up to a maximum “total 
commitment”. This is the figure on which the annual management fee or 
general partners profit share is based. The commitment to subscribe will 
generally be made by executing and returning a subscription agreement to 
the general partner. 





376 Enzo Schiavello and Jonathan de Lance Holmes 



3.5.2 Multiple Closings 

Investors are generally admitted to a fund in a series of closings. This is 
partly because of the time it takes to market and negotiate a private equity 
fund (substantial investors usually insist on negotiating the terms of fund 
documentation and on obtaining protections and commitments in the form 
of side letters and it may take several weeks to months for each of these 
negotiations to be completed). The multiple closing approach is taken in 
order to allow the fund managers to close a fund and commence investing 
once a minimum critical level of capital has been committed and without 
having to wait for the final investment negotiations to be completed. In ad- 
dition, some investors prefer only to invest (or to devote time to the nego- 
tiation of an investment) once they see that a fund has achieved this critical 
mass and has closed. Still other investors wish to wait further and see the 
results of the negotiation process and the final terms of a fund before mak- 
ing a commitment. 

The multiple closing structure raises a number of issues. First, any 
changes to the terms of the fund between first and final closing must be 
made available equally to all investors. Second, a fund may have made in- 
vestments between the first and the final closing, which will have been 
paid for with capital drawn down from the investors who came in at the 
first closing. To achieve equality going forward it is necessary to rebalance 
investors’ share in these investments. At the same time investors who have 
funded those investments will expect some financial compensation for 
having done so. Third, there is a point in time beyond which investors who 
have funded these investments, and seen them rise in value, will be unwill- 
ing to allow later investors to participate in the uplift in value. 

For these reasons, the market norm is for there to be a limit (generally 9 
or 12 months) for the time elapsed between first and final closing and for 
all amendments to fund documents to be made equally available to all in- 
vestors. Investors who come in at subsequent closings will reimburse (with 
interest) earlier investors and the general partner to put all investors in the 
same parties they would have been in had they all invested in the fund at 
first closing. 



3.5.3 Draw Downs 

Out of the Investor’s total commitment, only a small proportion will be 
drawn down at the outset, to cover establishment expenses and the first in- 
stalment of the annual management fee or the general partners profit share. 
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The remainder can be called as and when required by the general partner 
for the purpose of making investments, or to pay fees and expenses. 

Commitments are drawable in full at any time during the “commitment 
period”. This is a period of (generally) about 5 years, during which the 
fund is expected to become fully invested. At the end of this period the 
general partner is prohibited from drawing down capital to make new in- 
vestments and investor’s remaining commitments are cancelled, other than 
a small amount (generally 10% of total commitments) for “follow-on” in- 
vestment in existing portfolio companies, or to pay fees and expenses go- 
ing forward. 

There may be circumstances in which the right to drawdown can be 
cancelled before the end of the commitment period. These will generally 
cover events such as the departure of one or more “key men” whose exper- 
tise is considered essential for the management of the fund. It could also 
include a change of control of the fund manager. 

3.5.4 Default by Investors 

Because of the reliance on drawdowns to fund investments (rather than 
capital being paid up in full at the outset) a private equity fund is highly 
dependent upon the credit of its investors. A default by an investor in 
meeting a drawdown could have serious consequences if the fund has 
committed to purchase investments and will require other investors to bear 
an increased share of each investment. For this reason, fund documents 
generally subject defaulting investors to severe consequences. These vary 
from fund to fund, but a typical example would be for a defaulting investor 
to become subject to a high rate of interest during a “cure period” in which 
a late drawdown would become possible. If the default is not remedied 
within this period the investor’s interest in the partnership would be frozen 
and the investor would cease to be a partner. The investor’s only right 
thereafter would be to obtain back its invested capital to the date of default 
(with either no profit element or a reduced share of profit) at the end of the 
life of the fund, subordinated to payments to other investors. 

To balance these consequences there are generally some “excuse” pro- 
visions to cater for situations where investors are legally prohibited from 
meeting drawdowns to invest in particular types of investments. It is usual 
for these to include to be a “change of law” excuse provision, and for in- 
vestors subject to particular legal regimes (such as the US ERISA pensions 
legislation) to be given specific exemptions. Operating these “excuse” 
provisions can lead to complications; those investors’ undrawn commit- 
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merits must either be cancelled or their pro rata participation in other in- 
vestments must be increased so as to ensure equal treatment. 

3.5.5 Management/Advisory Structure 

A limited partnership consists of at least one general partner and at least 
one limited partner. Only the general partner(s) can take part in the man- 
agement of the partnership’s business, or have the authority to represent 
and commit the partnership in dealing with third parties. The general part- 
ner has unlimited liability for the debts and obligations of the partnership. 
There may also (depending on tax and regulatory issues) be a manager 
and/or one or more investment advisers or sub-advisers in any private eq- 
uity fund structure. The role of the respective parties will be as follows: 

General Partner 

The limited partnership agreement will specify the powers of the general 
partner and any restrictions on the exercise of these powers. The general 
partner will be given (subject to the appointment of a manager if there is to 
be one - see below) responsibility for all investment and divestment deci- 
sions, and power generally to manage the business of the partnership. 
These powers will be limited in particular respects - for example, to ensure 
that the investment policies and any limits on borrowing are followed. The 
partnership agreement will also contain provisions regulating the liability 
of the general partner, its staff and delegates and indemnifying them 
against liabilities incurred in the performance of these roles, regulating 
conflicts of interest and dealing with the removal or withdrawal of the 
general partner. 

This last point is obviously very commercially sensitive. The market 
norm is for limited partners (the investors) to be able to vote to remove the 
general partner for ‘cause’. This is generally defined to include insolvency, 
criminal conduct, material breach of fund documents and/or acts of wilful 
misconduct, fraud or gross negligence in relation to the fund. It is also be- 
coming more common (but is still not the market norm) for a specified ma- 
jority of investors to be able to vote to remove the general partner regard- 
less of fault (this provision is known as ‘no fault divorce’). Following 
removal of the general partner the limited partners are generally able either 
to vote to appoint a replacement general partner or to terminate the part- 
nership and distribute its assets. Market practice varies greatly as to 
whether and to what extent the management group will retain its carried 
interest following termination for cause, or whether this can be allocated to 
incentivise a replacement general partner to manage the fund. 
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Manager 

In many funds responsibility for management is vested in a separate 
management company, either appointed by the partnership itself or by the 
general partner under delegated authority. Reasons for this include tax 
planning, regulatory requirements and a desire to insulate the manager 
(which may be a company with substantial assets employing the manage- 
ment group’s employees) from the unlimited liability which comes with 
general partner status. 

Advisor and Sub-Advisors 

In structures involving offshore (for example, Jersey, Guernsey and 
Cayman Islands) based managers or general partners, it is common for in- 
vestment advice (and execution of deals) to be provided by an onshore 
(e.g., London based) advisor. It is also common for sub-advisers to be ap- 
pointed in particular jurisdictions. 

Investors - the Advisory Board 

As noted above, limited partners are prohibited by law from taking part 
in the management of the business of a limited partnership. It is however 
common for there to be an advisory board or committee consisting of rep- 
resentatives of certain investors. Conflicts of interest involving the man- 
agement group are often referred to the advisory board, which may also 
have a role in approving valuations of investments. The advisory board’s 
powers are generally however quite limited, and the general partner often 
has control over the board’s composition. 

3.5.6 Investment Policies 

The fund’s investment policies will be set out in its placing memorandum 
and there will often (but not always) be an obligation in the partnership 
agreement for the general partner to adhere to these policies (sometimes 
with an ability for these to be varied with the consent of the advisory 
board). As well as general policies (geographical area, deal size and stage 
of investment) there will generally be the following specific restrictions on 
the investment powers of the general partner: 

- Diversification: no more than a specified percentage of total commit- 
ments (commonly 25%) to be invested in a single investment or linked 
investments. 

- Bridge financing: where the general partner intends to onsell part of an 
investment within a specified period after its acquisition (e.g., by syndi- 
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eating or introducing co-investors) the above limit is often raised (e.g., 
to 35% of total commitments). 

- Hedging: not permitted except for efficient portfolio management, as 
opposed to as an investment driver in its own right. 

- Borrowings: these are generally only permitted at the level of the fund 
(as opposed to leverage in the investment structures through which the 
fund acquires its portfolio companies) for limited periods and purposes, 
such as to ‘bridge’ a drawdown of capital from investors. 

- Publicly traded securities: since investors are not willing to pay private 
equity levels of fees for the management of publicly traded securities, 
there are often strict limits circumstances in whieh these may be held by 
the fund (e.g., the accumulation of a stake in a public company as a prel- 
ude to a takeover bid). 

- Fund documents may also regulate the terms on, and circumstances in 
which co-investment opportunities may be offered to investors. 

3.5.7 Distributions 

The partnership agreement will prescribe the way in which income and 
gains are distributed among the partners. This is how the carried interest 
payable to management will be paid since (for tax reasons) this is not nor- 
mally paid as a fee but is structured as a share in partnership profits. There 
will generally be a vehicle (itself possibly a limited partnership) which par- 
ticipates in the partnership as a limited partner with special rights to re- 
ceive the carried interest. Individual managers will participate in carried 
interest received by this vehicle (through often complicated arrangements 
structured with tax and regulatory requirements in mind, as well as de- 
signed to incentivise managers to remain with the private equity house 
rather than to leave and join competitors). Managers generally expect to 
receive carried interest not as employment income, but to be taxed on it as 
capital gains on an investment in the fund (and to pay tax at lower rates 
and/or to be able to accumulate these gains offshore free of tax). 

A typical distributions clause will provide that (after payment of fees 
and expenses or a general partner’s profit share designed to replicate such 
fees) cash received by the partnership will be applied first in repayment to 
investors of their invested capital plus a preferred return, and thereafter 
will be split between the investors and the carried interest vehicle in the ra- 
tio 80:20. In negotiating these clauses there are obvious tensions between 
the interests of the managers and those of investors, and there are many 
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variations on such provisions. Managers wish to receive carried interest as 
early as possible in the life of the fund, as and when investments are dis- 
posed of at a profit. From an investor’s point of view there are risks asso- 
ciated with this ‘deal by deal’ approach to carried interest, mainly that 
profits on such deals will be offset by losses on later deals, meaning that 
overall the management team may have received more than 20% of the 
overall profits on the fund. From their point of view a ‘whole fund’ carried 
interest scheme is preferable, under which no carried interest is payable 
until investors have received an amount equal to their total commitments 
plus a preferred return over the expected life of the fund. Often a compro- 
mise involves accrual of carried interest on a deal by deal basis but with a 
percentage of this being held back or paid into an escrow account until the 
point when a ‘whole of fund’ threshold has been passed. 

3.5.8 Fees and Expenses 

Apart from carried interest, the management group will expect to receive 
an annual management fee (or equivalent profit share) and reimbursement 
of expenses incurred in a connection with the management of the fund. 
The fund (and therefore the investors) will be expected to bear the ex- 
penses of establishment (up to a cap) but this will generally not include the 
fees and expenses of placing agents. The reimbursement of expenses will 
also not include employment costs and general overheads of the manage- 
ment group, which are expected to be borne out of the management fee. 

At the end of the commitment period the management fee will generally 
be reduced from a percentage of total commitments to a percentage of the 
(reducing) amount of capital still invested in the fund. 

Managers of private equity funds are often in a position to benefit from 
their role by receiving fees and other benefits such as break fees on trans- 
actions involving the fund, or directors, corporate finance and advisory 
fees charged to the fund’s portfolio companies. This creates an obvious po- 
tential conflict of interest with the fund and investors. To mitigate this, 
fund terms generally provide the management fees are reduced by all or a 
substantial percentage of these other fees and benefits. 

3.6.9 Transfer of Interests 

Because of the fund’s dependence on future drawdowns fi-om investors, 
their credit status is important. The fund’s interests could also be harmed 
by admission of limited partners in circumstances leading to the need to 
register under securities and other laws (in particular the US Securities Act 





382 Enzo Schiavello and Jonathan de Lance Holmes 



and Investment Companies Act) or causing the management group to be in 
breach of other legislation (e.g., the US ERISA pensions legislation). For 
these reasons (and also to preserve confidentiality and to prevent informa- 
tion about the management group and the fund being available to competi- 
tors) limited partnership interests are not transferable except with the con- 
sent of the general partner. This is often at the absolute discretion of the 
general partner, but sometimes the general partner will agree not to unrea- 
sonably withhold its consent to a transfer. It is also common for general 
partners to agree in particular cases to consent to transfers, for example to 
replacement trustees of an investor which is a pension scheme. 



3.6 Legal Structuring of Italian Funds: General Overview 

The venture capital fund industry is much newer in Italy than in other 
European countries and, especially, the United States. The first known 
venture capital investment schemes established to invest primarily on the 
Italian market is traced back to the second half of the nineties. These early 
investment schemes are almost invariably established in corporate form 
and are often located in tax-efficient European jurisdictions. This reflects a 
general trend which has also characterized the private equity fund industry 
in Italy from the outset. Indeed, if one does not consider certain recent de- 
velopments, the prevailing legal structures underlying these investment 
schemes revolve around a corporate entity functioning both as a recipient 
of the investors' equity funds and as an investment vehicle. These corpo- 
rate structures are normally governed by contraetual documents including 
a series of Subscription Agreements signed by the individual investors and 
a Shareholders' Agreement entered into by all of the investors, the invest- 
ment manager, and the investment vehicle. Only in a few known cases 
have private equity investment schemes with a primary focus on Italy been 
established in the form of a limited partnership. As well as limited partner- 
ship structures, Italian closed-ended funds have not enjoyed great popular- 
ity at least until law no. 344 of 14 August 1993 ("Law 344/93", which first 
set forth provisions governing these funds) was repealed by legislative de- 
cree no. 58 of 24 February 1998 ("Legislative Decree 58/98") and imple- 
menting regulations issued in 1999 (see paragraph 3.7) set forth rules on 
funds reserved to qualified investors. 

The main factors typically taken into account by those involved in the 
Italian fund industry when planning the legal structure of a new investment 
scheme are: 

- flexibility; 
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- investor base; 

- tax regime; and 

- set-up fees. 

Flexibility has been a major drawback of Italian closed-ended funds for 
quite some time. For example, until the regulation of Italian closed-ended 
funds substantially changed in 1 999, the return of the invested capital upon 
divestment could not be distributed to the investors until 5 years had 
elapsed from completion of the drawdown of the investor commitments^. 
Funds could not acquire a controlling interest in, or otherwise more than 
30% of the capital of, any investee company. In addition, management 
companies were subject to very burdensome capital requirements. Because 
the legal regulation of closed-ended funds provided by Law 344/93 was 
not designed to meet the needs of investors and managers, these funds 
were de facto ignored by the market. When sponsors and managers target a 
significant number of international institutional investors (pension funds, 
funds-of-funds, etc.) in the planning phase of a new investment scheme, 
they normally consider the limited partnership structure for the reasons de- 
scribed in paragraph 3.4. Flexibility as well as the international investors' 
familiarity with limited partnerships is a factor playing in favor of this 
structure which are weighed against other factors. These normally include 
a comparison with corporate structures. The perceived disadvantages of 
corporate structures are: 

- complexity of certain procedures; 

- tax regime. 

Some of the objectives described in paragraph 3.3, such as designing ef- 
ficient mechanisms to govern financial flows in and out of the investment 
scheme or dealing with an investor default, are more difficult (although not 
impossible) to achieve with a corporate structure. In fact, corporate struc- 
tures have generally been able to substantially meet all standards discussed 
in paragraph 3 .4 even though more burdensome procedures than those en- 
tailed in a limited partnership may be involved. Also, corporate structures 
do not afford investors the benefit of tax transparency. However, the tax 
planning associated with the use of a corporate structure is often able to 
mitigate the downside of international institutional investors being unable 
to treat the selected vehicle as transparent for tax purposes. Because cul- 
tural reasons and generally higher set-up costs often play against structur- 



^ Only capital gains could be distributed without any time restriction during the 
funds' life. 
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ing the investment scheme as a limited partnership (a contractual scheme 
developed in Anglo-Saxon jurisdictions), sponsors and managers are nor- 
mally reluctant to accept this structure unless there is clear evidence that it 
will significantly enhance their fundraising chances. This is unlikely to oc- 
cur when the planned fundraising includes a vast majority of Italian inves- 
tors who are more accustomed to investing through a corporate vehicle. 
The structuring of an investment scheme is largely driven by tax consid- 
erations. However, it cannot be affirmed that a given structure can deliver 
the best tax benefits to investors under any circumstances. Rather, the tax 
planning of an investment scheme depends on many factors to be analyzed 
on a case-by-case basis including the jurisdiction in which most invest- 
ments are expected to be made and the prevailing investor base. For exam- 
ple, a non-domestic tax transparent entity is not the most efficient vehicle 
for making investments in Italian companies. Italian tax authorities treat 
these entities (including limited partnerships) as being subject to income 
taxes (IRPEG and IRAP) on capital gains and income earned from an Ital- 
ian source. Since Italian taxation applies to limited partnerships (as op- 
posed to their partners): 

- the investors are unable to benefit from Tax Treaties; 

- the benefit of Tax Treaties is not available to limited partnerships 
either, because they are not subject to tax in their own jurisdiction. 

Thus, fiill Italian taxation applies to capital gains and income deriving 
from an Italian investment. To avoid this, limited partnerships normally 
structure their Italian investments by interposing a corporate vehicle lo- 
cated in a tax-efficient jurisdiction. However, this may result in the proce- 
dures and timing of distributions (upon total or partial divestments) as well 
as the tax characterization of the distribution proceeds for investors, being 
less efficient than investments made directly by the limited partnership. 
Also, capital gains and income distributed by limited partnerships to Italian 
tax residents are characterized as dividends for Italian tax purposes. How- 
ever, since limited partnerships - as opposed to companies - are the distrib- 
uting entities, certain tax benefits associated with dividends received by an 
Italian company from a non-domestic affiliate are not available. When a 
corporate vehicle is used in the structuring of an investment scheme, the 
tax planning typically seeks to achieve the following targets: 

1 . Treaty protection of investments made in other jurisdictions (i.e. 
no taxation of capital gains and limited withholding tax on divi- 
dend distributions in the jurisdiction in which the investment is 
made); 





3 Legal Issues for Italian Venture Capital Investment Schemes 385 



2. no taxation of capital gains and dividends in the jurisdiction of 
which the investment vehicle is a tax resident; and 

3. no withholding tax on the distributions of divestment proceeds to 
investors. 

Targets (1) and (2) are rather easy to achieve by using corporate vehi- 
cles located in several EU jurisdictions. Target (3), on the other hand, is 
definitely harder to pursue with a company than with a limited partnership 
unless multi-tier corporate structures are put in place and/or certain condi- 
tions are met by the investors in structuring their own investments in the 
scheme. In some cases, corporate EU investors have been able to repatriate 
divestment proceeds in the form of dividends under the so-called Parent- 
Subsidiary Directive^ Another important factor that is often considered 
when the legal structure of a new investment scheme is planned is the 
forecast size of the set-up costs. The structuring and establishment of a 
new investment scheme requires a substantial amount of legal work. When 
the scheme is structured as a limited partnership, the legal fees involved 
are generally higher than those entailed by a corporate structure since the 
relevant work is performed in a different legal market. This aspect, of 
course, may play in favour of a corporate structure. 

As a matter of fact, venture capital and private equity investment 
schemes have predominantly been established in corporate form, often in 
jurisdictions other than Italy, until the end of the nineties. This trend began 
to change around 2000, i.e. shortly after the law and regulations governing 
Italian closed-ended funds were re-shaped by Legislative Decree 58/98 and 
the implementing rules'". The modified legal scene has had a strong impact 
on the decisions taken by market players when planning new investment 
schemes. The lack of flexibility affecting Italian closed-ended funds in the 
"old" legal environment is no longer a stumbling block today. The current 
tax regime (see paragraph 3.7.4) applicable to Italian closed-ended funds is 
viewed as a sensible trade-off between the lower taxation levels sometimes 
available under different legal schemes and the benefit of tax certainty 
provided by a scheme entirely located in one jurisdiction. Similar consid- 
erations apply to regulatory issues (see paragraph 3.8). One could argue 



^ EC Directive 90/435. As applied to the investment schemes considered here, this 
Directive may enable corporate EU investors to earn capital gains and other in- 
vestment income with virtually no taxation in the jurisdiction of the distributing 
corporate vehicle and in their own jurisdiction. 

^ An analysis of the current regulation of Italian closed-ended funds will be pro- 
vided in paragraph 3.7 below. 
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that financial burdens can be higher® and the set-up procedures more time- 
consuming^ than those involved with different legal schemes. However, 
significant steps towards reducing these burdens were recently taken by 
the Bank of Italy, also as a result of the efforts exercised by A.I.F.I.’, and 
further improvements can be reasonably expected in the future. 



3.7 Italian Closed-Ended Funds 
3.7.1 Background 

Closed-ended funds were introduced in Italy by Law 344/93. Implement- 
ing rules were issued by the Bank of Italy on 14 March 1994 and by the 
Ministry of Treasury on 30 April 1994. The basic characteristics of these 
funds have remained unaltered through the subsequent legal changes. 
These are the following: 

- Each fund is an unincorporated pool of assets managed by a licensed 
management company. The fund's assets are legally separated from 
the assets of the managing company and from those of the investors. 
The assets are beneficially owned pro-indiviso by the investors sub- 
ject to the rules governing their management and appropriation. 

- Management companies are supervised by the Bank of Italy. 

- Funds are governed by contractual documents approved by their 
managing companies subject to the authorization of the Bank of It- 
aly. 

- The fund's cash and financial assets are held under the responsibility 
of a custodian bank to safeguard investors' rights. 

Closed-ended funds and their management companies were faced with 
severe operational restrictions under Law 344/93 including the following: 

1 . Each management company was required to have a share capital of 
at least Itl. 5 billion (more than Euro 2.5 million) and to invest own 
funds in at least 5% of the amount of any managed fund. 



® In relation to the capital requirements that licensed management companies (so- 
called SGRs) must meet. 

* Due to the need to obtain an autorization from the Bank of Italy. 

'' The Italian association of the firms involved in the investment industry (Associa- 
zione Italiana degli Investitori Istituzionali nel Capitale di Rischio). 
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2. A fund could not survive unless investor commitments totaling at 
least 60% of its targeted size were obtained. Subject to this condi- 
tion being met fund downsizing was subject to authorization by the 
Ministry of Treasury, and investors were free to withdraw their 
commitments. 

3. The funds' regulation was essentially designed for retail investors. 
For example, managers were required to seek quotation on the Stock 
Exchange of the certificates representing investors' interests in the 
fund within 36 months of the end of the subscription period. While 
this prescription did not apply to funds placed exclusively with insti- 
tutional investors, this class of investors was narrowly defined*. 

4. Multiple closings were not allowed. 

5. Funds were subject to several penalizing investment and related re- 
strictions including the following: 

the acquisition of a controlling interest in, or otherwise more 
than 30% of the capital of, an investee company was not per- 
mitted; 

investments in non-quoted shares or other equity securities 
could not be lower than 40% or greater than 80% of the fund 
amount; and 

funds were not permitted to assume or grant loans. 

In the event of funds exclusively placed with institutional investors, 
these and other restrictions could be derogated from, subject how- 
ever to authorization from the Bank of Italy. 

6. The return of the invested capital upon divestment could not be dis- 
tributed to the investors until 5 years had elapsed from completion 
of the drawdown of the investor commitments’. 

7. The carried interest was capped at 20% of the cumulative profits ex- 
ceeding a hurdle rate to be determined based on objective criteria 
(subject to review by the Bank of Italy) and could only be paid to 
the managing company upon liquidation of the fund. 

Since private equity and venture capital fund industries have developed 
and thrived in other jurisdictions as essentially unregulated businesses, 
these restrictions made Italian closed-ended funds as governed by Law 



* For instance, large corporates and high net worth individuals were not included. 
’ See footnote 4. 
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344/93 very unattractive for market players. As stated above, the market 
basically set these funds aside. 

Law 344/93 was repealed by Legislative Decree 58/98, but the bulk of 
the former law provisions continued to apply until rules implementing the 
new legislation dealing with management companies and closed-ended 
funds were issued by the Ministry of Treasury and the Bank of Italy. 
Unlike Law 344/93, Legislative Decree 58/98 restricted itself to essentially 
setting out the main principles of the reformed legal system and delegated 
wide regulatory powers to the Ministry of Treasury and the Bank of Italy'®. 
Among others: 

1 . the Bank of Italy was empowered to establish: 

a. general criteria and prohibitions concerning the carrying out 
of the investment activity, also covering the relationship be- 
tween management companies and other companies of their 
groups; 

b. prudential rules on risk limitation and diversification; 

c. capital requirements to be met by management companies; 

d. general criteria to be followed in the drawing up of fund 
documents and their contents"; 

2. the Ministry of Treasury was empowered to establish general criteria to 
be followed with respect to: 

a. permitted investment objects; 

b. categories of investors to whom funds may be offered for sub- 
scription; 

c. frequency of issue and redemption of investors' interests in a 
fund, minimum commitments, relevant procedures and, more 
generally, manners in which investors can participate in a 
fund; 

d. maximum duration of funds; 

e. cases in which the prudential rules on risk limitation and di- 
versification set forth by the Bank of Italy can be derogated 



'® Regulatory powers were also delegated to CONSOB, but these are of no rele- 
vance here. 

" These are intended to supplement the minimum contents set out by section 39.2 
of Legislative Decree 58/98. 
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from also taking into account the nature and professional ex- 
perience of the investors; and 

f. cases in which the management companies must seek quota- 
tion on a regulated market of certificates representing inves- 
tors' interests in a fund. 

The Bank of Italy issued Regulations dealing, among others, with points 
(1) (c) and (1) (d) above on 1 July 1998'^. Thereafter, Decree no. 228 was 
issued by the Ministry of Treasury on 24 May 1999, dealing with the mat- 
ters delegated to same by Legislative Decree 58/98, and Regulations deal- 
ing, among others, with points (1) (a) and (1) (b) above were issued by the 
Bank of Italy on 20 September 1999. 

3.7.2 A Comparison Between the Different Regulatory Systems 

The regulatory system established under Legislative Decree 58/98 marks a 
clear election for a more liberal approach to the regulation of closed-ended 
funds reserved to qualified investors than that inspiring Law 344/93. The 
main changes are as follows: 

1. Management companies - now called "Societa di Gestione del Rispar- 
mio" or "SGRs" - are regulated as a new type of licensed financial in- 
termediary which may, among others, manage open and closed-ended 
funds as well as pension funds. Their capital may not be lower than 
Euro 1 million. 

2. The minimum size of a fund is set out in the fund documents. If investor 
commitments totaling at least the fund's minimum size as specified in 
the fund documents are obtained by the promoting SGR, the investors 
may not withdraw their commitments. 



The contents and general criteria to be followed in the drawing up of fund 
documents - as set forth by the Bank of Italy Regulations of 1 July 1998 - are to 
some extent influenced by certain provisions of Law 344/93 which ceased to have 
effect only when new rules were issued by the Ministry of Treasury and the Bank 
of Italy in 1999 under Legislative Decree 58/98. Hence, the rules dealing with 
fund documents set forth by the Bank of Italy Regulations of 1 July 1 998 and the 
rules subsequently issued by the Ministry of Treasury and the Bank of Italy do not 
appear to be perfectly co-ordinated. These latter rules should prevail in the event 
of any inconsistencies, as indirectly confirmed by a release of the Bank of Italy 
dated 14 September 2001 which is commented on in paragraph 3.7.3. 
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3. SGRs are no longer required to seek quotation on a regulated market of 
certificates representing investors' interests in a fund also in relation to 
retail funds. 

4. Rules applicable to funds exclusively placed with qualified investors are 
definitely more flexible. Qualified investors are defined more liberally 
than under Law 344/93 and include, among others, all natural and legal 
persons declaring in writing to have specific competence and experience 
in securities transactions. 

5. Funds exclusively placed with qualified investors may freely determine 
policies and restrictions to be abided by in their investments and bor- 
rowings'^ 

6. By contrast, all funds - including those reserved to qualified investors - 
must abide by the general criteria and prohibitions affecting their in- 
vestment activity set forth by the Bank of Italy (see the Bank of Italy’s 
regulatory powers under paragraph 3.7.1). Prohibitions include: 

lending funds other than in the form of forward transactions on se- 
curities; 

short sales of securities; 

acquiring securities issued by the promoting/managing SGR or 
unquoted securities issued by companies of the SGR group; and 

acquiring or selling assets to or from any shareholder, director, 
general manager or statutory auditor of the promoting/managing 
SGR or any other company of the SGR group. 

7. Funds may distribute the return of invested capital to investors upon di- 
vestment without time restrictions''*. 

Open points remained as follows: 

1 . Multiple Closings. These were not allowed'^ 

2. Replacement of the SGR. This requires a modification to the fund 
documents. Any such modification is subject to the Bank of Italy's ap- 



Indeed, these funds may derogate from the prudential rules on risk limitation 
and diversification established by the Bank of Italy - see the Ministry of Treas- 
ury’s regulatory powers under paragraph 3.7.1. 

''' These distributions are effected through a pro-quota reduction in the investors' 
interests in the fund whereas capital gains are payable to investors as distribution 
of fund income. 

See Section 14.2 of the Ministry of Treasury Decree no. 228 of 24 May 1999. 
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proval which, as a general rule, is released at the request of the SGR‘^ 
Since investors may wish, under certain circumstances (see paragraph 
3.5.5), to be able to control this process and force the SGR to accept 
their decisions, questions can be raised as to whether investors may be 
granted these powers under the current regulatory framework. 

3 . General Prohibitions. Being able to lend funds to an SPV or an investee 
company is sometimes important to appropriately structure an invest- 
ment transaction. Also, the existing prohibition on purchasing or selling 
assets is a way to deal with conflicts of interests. However, conflicts are 
handled through more flexible mechanisms in the international arena 
(normally by submitting transactions potentially involving conflict is- 
sues to the approval of the Advisory Board, i.e. a body at which the in- 
vestors are represented). 

4. Costs. It is unclear whether broken deal expenses can be borne, at least 
partially, by a fund as opposed to the managing SGR'^. 

5. Carried Interest. Several questions remain unclear under the Bank of It- 
aly Regulations of 1 July 1998 including the following; 

maximum amount (i.e. whether a 20% cap applies); 

computation base (i.e. whether this can include the preferential re- 
turn - so-called hurdle rate - granted to investors); 

time of payments (i.e. whether carried interest payments can be ef- 
fected prior to the liquidation phase); 

whether a "deal by deal carry" (see paragraph 3.5.7) is permitted; 

whether carried interest payments can be effected directly to par- 
ties other than the managing SGR (e.g. individual managers, advi- 
sors, etc.). 

6. Transferability of Investors' Interests. The interests of investors in lim- 
ited partnership are normally not freely transferable, as the general part- 
ner wishes to retain control over factors that are material to all investors 
and the investment scheme itself Some of these factors include review- 
ing the creditworthiness of a proposed transferee or forbidding a sale 
when the proposed transferee is a benefit plan (or invests benefit plan 
monies) and the fund is not operating as a VCOC under ERISA rules, 
etc. Investors' interests in an Italian closed-ended fund are in principle 



See the Bank of Italy Regulations of 1 July 1998, point 12. 

See the Bank of Italy Regulations of 1 July 1998, points 9.1 and 9.2. 
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freely transferable'®, the only exception being that if a fund is reserved 
to certain qualified investors, transfers can only occur in favour of quali- 
fied parties. Whether additional restrictions or other control mechanisms 
can be introduced remains an open question. 

3.7.3 Recent Developments 

On 23 July 2001, the Bank of Italy issued Regulations designed to foster 
the creation of venture capital funds by universities, research centres estab- 
lished as legal persons, local authorities, university and banking founda- 
tions, and consortia formed by universities, local authorities and chambers 
of commerce. These venture capital funds may be established and man- 
aged by SGRs having a minimum capital of Euro 1 00,000 as opposed to 
the Euro 1 million capital required of SGRs under ordinary rules. This 
benefit is available when the following conditions are met: 

1 . the majority of the SGR's capital is held by parties falling within the 
categories specified above; 

2. funds are reserved to qualified investors'"; 

3. funds exclusively invest in start-ups carrying out research work with a 
view to subsequent industrial exploitation in high-tech business sectors; 
and 

4. the total size of all such funds established and managed by the SGR 
does not exceed Euro 25 million. 

A noted above, some of the points addressed in the last part of para- 
graph 3.7.2 probably arise as a consequence of the fact that the Bank of It- 
aly Regulations of 1 July 1998 were issued when several provisions of 
Law 344/93 were still in force^" pursuant to the transitional rules contained 
in Legislative Decree 58/98. This is indirectly confirmed by a release is- 
sued by the Bank of Italy on 14 September 2001. Said release was issued 
in response to a request made by A.I.F.I.^' by submitting to the Bank of It- 
aly a proposed standard form for fund documents reserved to qualified in- 
vestors. The release acknowledges that this standard form conforms to the 



'® See section 36.8 of Legislative Decree 58/98. 

'" Individuals declaring to have specific competence and experience in securities 
transactions are required to undertake a commitment amounting to not less than 
Euro 250,000. 

“ See footnote 12. 

2' See footnote 7. 
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existing legislative and regulatory framework. Many clauses suggested by 
the form proposed by A.I.F.I. depart from the provisions of the Bank of It- 
aly Regulations of 1 July 1998. For instance, it is envisaged that broken 
deal expenses can be shared between a fund and its managing SGR. Also, 
most points raised under paragraph 3.3 above with respect to carried inter- 
est payments do not appear to be an issue when viewed in the light of this 
form. The above release implicitly recognizes that certain provisions con- 
tained in chapter 4 of the Bank of Italy Regulations of 1 July 1 998 are not 
applicable to closed-ended funds reserved to qualified investors since they 
are inconsistent with the principles of greater flexibility introduced by the 
1999 regulatory measures for these funds. By the same token, one could 
argue that the above principles should also apply to other issues considered 
above. For instance, the current legal and regulatory environment does not 
seem to prevent fund documents from providing that investors may elect to 
replace the managing SGR with another SGR (upon the occurrence of cer- 
tain circumstances) and accordingly file a request with the Bank of Italy to 
approve the relevant modifications to the fund documents. 

Another step ahead in the relaxation of the rules applying to closed- 
ended funds reserved to qualified investors was marked by law no. 410 of 
23 November 200 P^. This law: 

1 . lifted the previously existing ban on multiple closings; and 

2. delegated the Ministry of Treasury to establish the precautions that 
should apply in relation to any purchase, sale and contribution of assets 
to or from shareholders of the promoting/managing SGR or companies 
of the SGR group including the possible appointment of independent 
experts to determine the fair value of the assets being transferred. 

Law no. 410 of 23 November 2001, deals essentially with real estate 
funds, although the relaxation of the rules on multiple closings applies to 
all closed-ended funds. Whether the new regulatory powers of the Ministry 
of Treasury under point 2 above will be exercised with regard to all closed- 
ended funds or real estate funds only remains an open question. 

3.7.4 Conclusions 

With the legal and regulatory changes discussed in the above paragraphs, 
Italian closed-ended funds will predictably become the norm in the domes- 
tic market. The only doubt remaining is whether the current regulatory 
rules establish a suitable environment for these funds to undertake substan- 



Converting into law decree-law no. 351 of 25 September 2001. 
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tial international fundraising. As seen above, closed-ended funds reserved 
to qualified investors are now reasonably flexible investment vehicles. 
Flexibility could be further improved by lifting certain existing prohibi- 
tions such as lending money in the context of structured investment trans- 
actions. Also, other points considered in paragraph 3.7.2 are worth being 
clarified by the regulatory authorities, and this will presumably occur over 
time as the matters arise in the process of approving fund documents. In 
any event, the above are actually minor aspects if viewed in the wider con- 
text of the profound liberalizing efforts made by the legislator and the 
regulatory authorities over the last few years and the resulting new opera- 
tional features of these funds. The tax regime of Italian closed-ended 
funds^^ is another factor that is viewed positively by the market. A short 
description is as follows: 

1 . Funds are not subject to ordinary income taxes (IRPEG and IRAP), but 
only to a 12.5% substitutive tax levied annually on their results. If the 
results are negative, these can be carried forward and used to offset fu- 
ture positive results. If a fund has less than 100 investors and 50% or 
less are qualified investors other than individuals, the substitutive tax is 
levied at a 27% rate on the portion of fiind results deriving from invest- 
ments exceeding 10% or 50% of the share capital with voting power of, 
respectively, quoted companies or unquoted companies. 

2. Funds do not apply any withholdings on proceeds distributed to inves- 
tors. Tax resident investors: 

if individuals, are not taxed on such proceeds; 

if corporations or other taxable entities, will treat such proceeds as 
part of their taxable income and benefit from a tax credit of 1 5% or 
36.98% depending on how the distributed income was taxed at the 
fund level (i.e. at the rate of, respectively, 12.5% or 27%). 

3. Non-resident investors are not subject to any Italian taxation on the pro- 
ceeds distributed by the fund and receive from the SGR a 15% cash re- 
imbursement on the net proceeds distributed to them by the fund. If a 
fund is subscribed entirely by non-resident investors, the 12.5% substi- 
tutive tax is not payable by the fund (and no cash reimbursement is ac- 
cordingly paid by the SGR). 



“ See article 1 1 of Law 344/93 as amended by article 8, paragraph 3, of legislative 
decree no. 461 of 22 November 1997 and legislative decree no. 505 of 23 Decem- 
ber 1999 as amended by law no. 342 of 21 November 2000. 
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Financial costs deriving from the prescribed capitalization of SGRs^'' 
have sometimes been handled by market players in a creative fashion, e.g. 
under joint venture arrangements between managers/promoters of new in- 
vestment initiatives and SGRs belonging to banking groups. The delays 
triggered by the requirement that fund documents must be approved by the 
Bank of Italy^^ are expected to progressively reduce as the process of stan- 
dardization of fund documents continues thanks also to A.I.F.I’s efforts 
(see paragraph 3.7.3). When a substantial international fundraising is 
planned by the promoters of a new investment initiative, Italian closed- 
ended funds may still be at a certain disadvantage as compared with other 
legal schemes due to a number of factors. International institutional inves- 
tors are normally very sophisticated and fund documents tend to be rather 
complex to be a viable compromise between the conflicting requirements 
of sponsors, managers and groups of investors often having different nego- 
tiating targets or expectations. It is not infrequent for fund promoters and 
their legal advisors to issue definitive fund documents after long and trou- 
bled negotiations with certain investors and their advisors. Although not 
impossible, this process seems hard to combine with an approval of the 
fund documents by the Bank of Italy. Indeed, looking at the French experi- 
ence, the so-called FCPRs with simplified procedures^* - which share the 
legal nature of Italian closed-ended funds - do not require any approval of 
the fund documents by COB^’ if interests in such funds are placed exclu- 
sively with qualified investors or persons investing at least Euro 30,000 
into the fund or certain employees, executives or individuals acting on be- 
half of the relevant fund’s management company. Only FCPRs' manage- 
ment companies are subject to the supervisory powers of COB, although 
COB may order the amendment of the fund documentation or discontinua- 
tion of their circulation at any time. Tax transparency is another important 
point. Although the current tax regime is designed to grant non-resident 
investors a tax position equal to that they would have enjoyed with a tax 
transparent entity, this is not true under all circumstances. Indeed, the cash 
reimbursement payable by SGRs is limited to 1 5% of the net proceeds dis- 
tributed to these investors even when a 27% substitutive tax applies at fund 
level. Furthermore, taxation at fund level is effected based on accounts 
run on an accrual basis, so the taxable base includes any write-up of fman- 



These costs are substantially reduced in respect of the SGRs governed by the 
Bank of Italy Regulations of 23 July 2001 (see paragraph 3.7.3). 

The approval process can take up to 4 months from filing of the fund documents 
with the Bank of Italy - see section 39.3 of Legislative Decree 58/98. 

Fonds commons de placement a risque ben^ficiant d’une procedure alldgee. 

The Conmiission des Opderations de Bourse. 
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cial assets^* as well as any realized capital gains. Potential mismatches be- 
tween fund taxation and cash reimbursement can work to the detriment of 
the international investors' overall tax position. Moreover, the 15% cash 
reimbursement applies to reducing the substitutive taxes payable by SGRs, 
and no cash reimbursement is available when taxes are insufficient to fund 
this payment. Again, looking at the French experience FCPRs are treated 
as truly tax transparent entities. Finally, a point which could perhaps be 
improved - and not only with a view to enhancing the international fund- 
raising chances of Italian closed-ended funds - is the requirement that in- 
vestors' interests in a fund all have equal value and carry the same rights^’. 
While this is a sensible requirement so far as real investors' interests are 
concerned, it would be desirable to have more flexibility when the manag- 
ers wish to invest in the fund. In this event, the managers do not necessar- 
ily need to share with the investors the same rights, given the different 
roles played by managers in an investment scheme. If the managers' inter- 
ests in a fund could be treated as carrying different rights from those of the 
investors, it would be possible to structure carried interest payments under 
fund documents in a more appropriate fashion than under the current sys- 
tem. This would be a further incentive to attracting the best managers to 
work for these schemes, which would be beneficial for the entire fund in- 
dustry. Indeed, structuring fund documents so as to enable individual man- 
agers to share in the carried interest with the SGR through mechanisms 
working efficiently from both a financial and a tax standpoint is one of the 
most challenging tasks facing whoever wishes to establish a new invest- 
ment scheme in the form of a closed-ended fund. As creative as the 
mechanisms devised so far may be, none of them seems to work satisfacto- 
rily in every possible respect. 



3.8 Other Regulatory Requirements 

Placing interests in Italian closed-ended funds with qualified investors in 
most cases involves virtually no regulatory requirements. As a general 
rule, no offerings of securities may take place unless a prospectus is pub- 



^*To be made in accordance with the rules set forth by the Bank of Italy. 

See section 36.8 of Legislative Decree 58/98. In recent instances the Bank of It- 
aly has interpreted this requirement in a more liberal fashion, de facto allowing the 
creation of fund interests carrying different rights for the managers. Yet it is not 
certain that these fund interests will enjoy the same tax treatment as those in the 
investors’ hands. 
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lished except in those circumstances where an exemption applies. Exemp- 
tions include, inter alia, offerings: 

1 . exclusively addressed to professional investors; 

2. addressed to 200 offerees or less; and 

3. involving an investment of Euro 250,000 or more. 

The definition of professional investors^" for the purposes of the exemp- 
tion under (1) above is somewhat narrower than that of qualified investors 
applicable under the rules governing closed-ended fimds^'. Therefore, a 
closed-ended fund reserved to qualified investors does not necessarily fall 
within the scope of the exemption under (1) above. Nonetheless, the scope 
of the exemptions under (1), (2) and (3) above is wide enough for SGRs to 
be able to elaborate appropriate strategies to market their closed-ended 
funds reserved to qualified investors without being caught by the require- 
ment to publish a prospectus.Under their licenses, SGRs can place interests 
in the closed-ended funds promoted by them with qualified investors with- 
out restrictions concerning the place where offerings are made. Nonethe- 
less, should offerings be made outside the SGRs' principal or branch of- 
fices and be addressed to parties not qualifying as professional investors 
under section 30.2 of Legislative Decree 58/98 (see footnotes 30 and 31), 
special rules apply. In particular: 

1 . completion of the agreements under which interests in closed-ended 
funds are placed with investors in Italy is subject to the condition prece- 
dent that the investors do not withdraw their consent within 7 days from 
their entering into the agreements'^; and 



Contained in section 31.2 of CONSOB Regulations No. 11522 of 1 July 1998, 
as amended implementing section 30.2 of Legislative Decree 58/98. 

For example, individuals qualify as professional investors solely if they are able 
to document that they meet the competence requirements set forth by the Ministry 
of Treasury Decree no. 468 of 1 1 November 1998 to hold the position of director, 
executive or auditor within a licensed investment firm, whereas they are treated as 
qualified investors whenever they declare in writing to have specific competence 
and experience in securities transactions. 

The contractual documents must include a notice indicating this right of the in- 
vestors. Failure to include this notice gives investors the right to claim that the 
agreements are null and void. 
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2. contacts with the investors may only be made by licensed financial 

promoters acting for the promoting/ofifering SGR on an exclusive ba- 
sis”. 

As discussed above, these rules de facto have a marginal scope of appli- 
cation where closed-ended funds are reserved to qualified investors. Plac- 
ing interests in investment schemes established under the laws of a juris- 
diction other than Italy with Italian investors raises, mutatis mutandis, the 
issues discussed above insofar as prospectus requirements are concerned. 
As to licensing requirements, foreign issuers may directly place interests in 
their investment schemes with investors in Italy, but are precluded from 
offering such interests outside their principal or branch offices to parties 
not qualifying as professional investors under section 30.2 of Legislative 
Decree 58/98. Any such offerings may solely be made by licensed placing 
agents” acting on behalf of the issuers or the promoters of said investment 
schemes. The special rules discussed above in respect of SGRs apply to 
such offerings provided that they are made outside the placing agents' 
principal or branch offices and are addressed to parties not qualifying as 
professional investors under section 30.2 of Legislative Decree 58/98. 
More importantly, offering interests in non-domestic investment schemes 
in Italy are in principle subject to further regulatory requirements which 
are discussed below. In addition, investments effected in Italy by non- 
domestic investment vehicles could entail the application of certain regula- 
tory requirements which are also dealt with below. 

The first question raised, with regard to the placement in Italy of inter- 
ests in venture capital investment schemes governed by foreign law, is 
whether the relevant offer is subject to an authorization procedure. Section 
42.5 of Legislative Decree 58/98 provides that any "offer in Italy of units 
of mutual investment funds not falling within the scope of the directives on 
undertakings for collective investment shall be authorized by the Bank of 

Italy [ ] provided that their operating schemes are compatible with 

those prescribed for Italian undertakings”. Section 42.6 of Legislative De- 
cree 58/98 provides that the “Bank of Italy [ ] shall govern through 

Regulations the conditions and procedures for granting the authorizations 



” This requirement does not apply when contacts are made by mail or other means 
of communication not allowing customized communication and immediate inter- 
action with investors - see section 76 of CONSOB Regulations No. 1 1 522 of 1 
July 1998, as amended. 

” These include investment firms and banks licensed to place securities in Italy as 
well as EU investment firms and banks licensed to place securities in their own ju- 
risdiction and enabled to carry out this business in Italy under the rules imple- 
menting the applicable EU Directives on the so-called single passport. 
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provided by paragraph 5”. In addition, section 50.2 of Legislative Decree 
58/98 provides that any "offer in Italy of shares in foreign SICAVs shall be 
subject to section 42”. The Bank of Italy adopted Regulations implement- 
ing section 42.6 of Legislative Decree 58/98 on 31 December 2001. Pursu- 
ant to these Regulations, the Bank of Italy shall authorize the offer if the 
mutual investment fund or SICAV concerned; 

1 . has an operating scheme compatible with that prescribed for Italian un- 
dertakings; 

2. is supervised by an authority in its jurisdiction carrying out controls 
similar to those applying to Italian undertakings; 

3 . markets its units or shares in its jurisdiction; 

4. meets certain prescribed standards concerning the spread of information 
to the public and the exercise of the economic rights to which Italian in- 
vestors are entitled; and 

5. employs managers meeting standards of reputation and competence 
equivalent to those applying to managers of SGRs and SICAVs. 

Should the foreign undertakings be established in a non-EU jurisdiction, 
additional requirements shall apply. As discussed above, venture capital 
(and private equity) investment schemes are commonly established in the 
form of fixed-capital investment companies or limited partnerships. The 
question then is whether these legal structures fall within the scope of the 
aforesaid rules. Section 1.1, letter j), of Legislative Decree 58/98 defines 
“mutual investment funds" as "segregate pools of assets, divided into units, 
pertaining to a plurality of participants and managed on a collective ba- 
sis"^^ The term "SICAV" is defined by section 1.1, letter i), of Legislative 
Decree 58/98 as “an investment company with variable capital whose reg- 
istered and head offices are located in Italy and whose exclusive purpose is 
collective investment of the capital raised by offering its shares to the pub- 
lic”. Investment schemes established in statutory form as fixed-capital in- 
vestment companies do not fall within the meaning of "mutual investment 
fund" or "SICAV" as provided for by Legislative Decree 58/98. Doubts 



Also provided are the definitions of mutual investment funds which are respec- 
tively “open” and “closed” illustrated in letters k) and 1) of said section 1.1. The 
former is "a mutual investment fund whose participants have the right to request, 
at any time, redemption of the units pursuant to the procedures established by the 
rules of the fund". The second is “a mutual investment fund in which the right to 
request redemption of the units may be exercised by participants solely at prede- 
termined maturities”. 
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could instead be cast about limited partnerships in light of the broad defini- 
tion of "mutual investment fund" referred to above. However, unlike mu- 
tual investment funds, limited partnerships are not purely contractual in na- 
ture, although they are governed by a contract between the members. UK 
limited partnerships (and those in UK-based jurisdictions such as the 
Channel Islands and Cayman) rest on partnership law, which establishes a 
relationship between persons carrying on business together with a view to 
profit. They do not have separate legal personality. The business is carried 
on by all of the partners, through the agency of the general partner(s). As- 
sets are held by the general partner(s) on behalf of all the partners on trust. 
Trust concepts do not transpose into the civil law legal concepts underly- 
ing the definition of mutual investment funds, so the authorization re- 
quirement does not seem to apply to these limited partnerships. This is 
even more apparent in the case of Delaware limited partnerships (or other, 
mainly US, partnerships which follow the Delaware model). These part- 
nerships have separate legal personality. It is therefore the partnership it- 
self which carries on the investment business and is the owner of assets. 
The partners simply own interests in the partnership, and do not carry on 
the business themselves. Their position is therefore analogous to that of 
shareholders in a corporation. One could argue that the differences be- 
tween the mutual investment fund and the limited partnership schemes are 
of no relevance for the purposes discussed herein, the rationale of the rules 
subjecting certain offerings to an authorization of the Bank of Italy being 
the need of protecting investors with regard to all investment schemes not 
harmonized at EU level. Nonetheless, the body of law introduced by Leg- 
islative Decree 58/98 does not seem to allow this conclusion. Indeed, Leg- 
islative Decree 58/98 could well have rooted the authorization requirement 
on legal concepts with a broader scope than those considered above so as 
to encompass all possible collective investment schemes. For instance, 
"undertakings for collective investment" is a term often used for this pur- 
pose consistently with EU Directives^®. However, Legislative Decree 58/98 
does use this term ("Organismi di Investimento Collettivo del Risparmio" 
or "OICR") but in a narrower meaning encompassing only "mutual in- 
vestment funds" and "SICAVs" (see section 1.1, letter m), of Legislative 
Decree 58/98.) as defined above. On the other hand, fixed-capital invest- 



Under Legislative Decree No. 86 of 27 January 1992 (repealed by Legislative 
Decree 58/98) an authorization procedure was required in respect of any offer to 
the public in Italy of "shares or units of undertakings for collective investment on 
transferable securities" not falling within the scope of EU Directives. These under- 
takings are broadly defined by Directive 85/61 1 and encompass ah types of statu- 
tory or contractual vehicles carrying out such business. 
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ment companies are clearly outside the scope of said definitions, and treat- 
ing limited partnerships differently can hardly have a rationale if one bears 
the above remarks in mind. Thus, it is sensible to conclude that the au- 
thorization requirement provided for by Legislative Decree 58/98 only ap- 
plies to certain investment vehicles, i.e. those undertakings which are most 
frequently used to raise funds from the public and whose shares or units 
are normally negotiable on a market. This is confirmed by the implement- 
ing Regulations issued by the Bank of Italy on 3 1 December 200 1 which 
have not sought to provide a broader meaning of the legal concepts used 
by Legislative Decree 58/98. 

Another point to examine, in relation to the placement in Italy of inter- 
ests in venture capital investment schemes governed by foreign law, is 
whether the Bank of Italy is to be notified of the relevant offer under sec- 
tion 129 of Legislative Decree No. 385 dated 1 September 1993 as 
amended (“Legislative Decree 385/93”). The aforesaid section provides 
that the Bank of Italy is to be notified of all "... offers in Italy of foreign 
transferable securities. . . 

1. which exceed "...the amount of Lire one hundred billion” or the higher 
amounts established by the Bank of Italy. or 

2. which relate to securities (x) falling outside certain categories identified 
by law, or (y) having characteristics different from certain standards 
“established by the Bank of Italy in compliance with the CICR” resolu- 
tions”. 

Section 129 of Legislative Decree 385/93 grants the Bank of Italy the 
powers to prohibit or defer the relevant transactions in order “to ensure 
stability and efficiency of the transferable securities market”. These pow- 
ers and the relevant notification requirement do not normally apply to of- 
fers in Italy of either limited partnership interests or shares in fixed-capital 
investment companies governed by foreign law. As regards limited part- 
nership interests, the Istruzioni di Vigilanza'"’ define “transferable securi- 
ties” as “the instruments of collection of funds, negotiated or negotiable on 



” Approximately Euro fifty million. 

All transactions relative to the same issuer effected in the preceding twelve- 
month period are taken into account to establish whether the relevant amounts are 
exceeded. 

” CICR (or Comitato Interministeriale per il Credito e il Risparmio) is a govern- 
mental committee endowed with supervisory and regulatory powers on banking 
matters. 

Supervisory Guidelines for banks issued by the Bank of Italy - see Title IX, 
Chapter I, Section I, paragraph 3 (April 1999/Januaiy 2002). 
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a market, intended for a plurality of investors...”. Limited partnership in- 
terests normally do not meet the negotiability requirement indicated above. 
These interests are indeed based on a contractual relationship revolving 
around the Limited Partnership Agreement which provides, as a rule, that 
their transferability is subject to the approval of the general partner. In 
granting or denying its approval, the general partner exercises discretion- 
ary powers taking into account the creditworthiness of the proposed trans- 
feree, the regulatory and tax issues possibly affecting the investment 
scheme (or certain investors) as a consequence of the envisaged transfer, as 
well as the commercial strategies pursued by it in handing relationship 
with the investors. Similar considerations apply to shares in foreign fixed- 
capital investment companies. In a venture capital investment scheme es- 
tablished in corporate form, investors are required to execute certain 
documents governing the investment scheme (typically including a Sub- 
scription Agreement and a Shareholders' Agreement), and the issue or sale 
of shares in the investment vehicle to them is governed by said documents. 
Each investor has contractual rights and obligations under these documents 
and may only transfer its shares to a third party simultaneously with such 
rights and obligations. As well as in a limited partnership scheme any such 
transfer is normally subject to the approval of the issuer and/or the invest- 
ment manager, and such approval is granted or denied through the exercise 
of discretionary powers. There are additional grounds supporting this con- 
clusion with regard to fixed-capital investment companies. Section 129.5 
of Legislative Decree 385/93 provides that shares are exempt from the no- 
tification requirement (and the Bank of Italy’s powers) discussed above 
"provided that these do not represent a participation in open- or closed- 
ended undertakings for collective investment”. No definition of undertak- 
ings for collective investment is provided by either Legislative Decree 
385/93 or the above-cited Istruzioni di Vigilanza. Nonetheless, in defining 
such undertakings ("Organismi di Investimento Collettivo del Risparmio"), 
section 1.1, letter m), of Legislative Decree 58/98 only refers to “mutual 
investment funds” and “SICAVs”'". Even if the definition of "undertak- 
ings for collective investment” contained in Legislative Decree 58/98 is 
not directly applicable in this context, it is sensible to refer to this defini- 
tion also for the purposes contemplated by section 129 of Legislative De- 
cree 385/93 for reasons of consistency amongst connected provisions. In- 
deed, the provisions contained in the Istruzioni di Vigilanza dealing with 
shares representing a participation in an undertaking for collective invest- 



See this paragraph 3.8 above for a definition of these terms. 
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ment refer to Legislative Decree 58/98“^. Accordingly, the duty to notify 
the Bank of Italy under article 129 of Legislative Decree 385/93 should not 
apply to the offer in Italy of shares in fixed-capital investment companies 
governed by foreign law whether or not these instruments qualify as 
"transferable securities" in light of the contractual provisions governing the 
investment scheme''^ 

The last point to review is the following. An Italian company carrying 
out a venture capital business must be entered in a register (the "General 
Register") kept by the Ufficio Italiano Cambi on behalf of the Ministry of 
Treasury”. Solely companies satisfying certain conditions including the 
exclusive exercise of financial activities and a capital not lower than Euro 
500,000 can be filed with the General Register. In consideration of certain 
thresholds relating to the volume of financial activities and the endowment 
of capital, companies filed with the General Register (the "Financial In- 
termediaries") are also required to be entered in a special register (the 
"Special Register") kept by the Bank of Italy and are subject to supervision 
of the Bank of Italy^ Pursuant to Article 114 of Legislative Decree 
385/93, the Ministry of Treasury is entitled to govern the exercise of the 
activities reserved to Financial Intermediaries on the part of entities having 
their registered offices abroad. A decree of the Ministry of Treasury dated 
28 July 1994 required “companies having registered offices abroad” which 
exercise the activities reserved to Financial Intermediaries in Italy “with 
establishment or through another permanent organization including repre- 
sentative offices" to file with the General Register. Filing with the General 
Register by these companies is subject to similar requirements to those ap- 
plying to Italian Financial Intermediaries. The foregoing include the exclu- 
sive exercise in Italy of financial activities and the establishment of an en- 
dowment fund amounting to not less than the minimum capital required 



Pursuant to the Istruzioni di Vigilanza these shares are exempt from the notifica- 
tion requirement (and outside the scope of the Bank of Italy's powers) discussed 
above if the relevant undertakings for collective investment have been authorized 
under section 42.5 of Legislative Decree 58/98. 

Under certain conditions, after completion of the relevant transaction a notice is 
due to the Bank of Italy merely for statistical purposes. 

This requirement is set forth by section 106 of Legislative Decree 385/93 and 
applies to a number of financial activities including the acquiring of equity hold- 
ings which - as set forth by a decree of the Ministry of Treasury dated 6 July 1 994 
- is aimed at their later divestment and is characterized, in the holding period, by 
"measures aimed at business reorganization or product development or meeting 
the financial needs of investee companies also by resort to third parties' equity 
funds". 

This requirement is set forth by section 107 of Legislative Decree 385/93. 
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for Italian Financial Intermediaries carrying out investment business (Euro 
500,000). Alternatively, the existence of a sector legal framework equiva- 
lent to that provided for Italian Financial Intermediaries is required in the 
home country of these companies. Furthermore, foreign Financial Inter- 
mediaries must be entered in the Special Register when the thresholds ap- 
plying to Italian Financial Intermediaries are met with reference solely to 
activities carried out in Italy. The exercising of any activity reserved to Fi- 
nancial Intermediaries (including investment business) without being reg- 
istered in the General Register is subject to criminal sanctions. It is, at any 
rate, doubtful that such criminal sanctions could be applicable in relation 
to foreign entities. From a practical point of view, the questions raised by 
the above body of law concern (a) the foreign entities which could be sub- 
ject to the registration requirement with the General Register and (b) the 
conditions under which the registration is required. With regard to the first 
point, it seems first of all possible to exclude that the registration obliga- 
tion applies to limited partnerships, since these are not “companies with 
registered offices abroad” as set forth by the decree of the Ministry of 
Treasury dated 28 July 1994. It could perhaps be argued that, whenever 
limited partnerships are not legal persons within their legal systems, the 
obligation to register would be imposed on all partners having corporate 
nature. However, this argument would seem clearly strained, if one were 
to consider that the requisites imposed by the Ministry of Treasury for reg- 
istration in the General Register (including the endowment fund) should 
exist in relation to each individually considered partner, while the invest- 
ment activity carried out in the frame of limited partnerships would have a 
unitary nature. As regards investment companies governed by foreign law, 
which do not usually have offices in Italy (to avoid the risk of a permanent 
establishment being deemed to exist for direct tax purposes), the only prac- 
tical question that should be considered relates to those advisors which 
have registered offices in Italy and carry out ancillary activities consisting 
essentially in seeking out investment opportunities. The question is 
whether these advisors can be treated as an "establishment" or as “perma- 
nent organizations” of the aforesaid investment companies. The Ministry 
of Treasury has not given any official interpretation in this connection. In 
a different ambit, similar problems have arisen in relation to the possibility 
for EU banks and/or finance companies controlled by same to carry out, in 
a member State different from their home countiy, services admitted to 
mutual recognition under the regime of free provision of services (i.e. not 
applying the rules on freedom of establishment) when such services are of- 
fered continually, in said other member State, through independent inter- 
mediaries. The problem was faced in relation to Directive no. 89/646/CEE 
of 15 December 1989 (the “Second Banking Directive”) and to the rele- 
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vant implementing rules in each member State. In this connection, refer- 
ence should be made to an interpretative communication from the EU 
Commission published in 1997''® and the Supervisory Guidelines issued by 
the Bank of Italy in relation to the rules implementing the principle of mu- 
tual recognition contained in the Second Banking Directive. According to 
the aforesaid communication from the EU Commission and the Supervi- 
sory Guidelines of the Bank of Italy, services rendered through the use of 
independent intermediaries cannot enjoy the regime of free provision of 
services (and are, therefore, subject to the rules governing the right of es- 
tablishment) whenever such intermediaries; 

operate exclusively for a single EU bank/fmancial company; 

have the power to negotiate transactions with third parties; 

can undertake obligations on behalf of the EU bank/fmancial company; 

and 

work on a continual basis. 

Should all of the above conditions be satisfied, the provisions governing 
the right of establishment - and not those governing the free provision of 
services - shall apply. As previously mentioned, such criteria are not di- 
rectly applicable to investment business activities carried out by EU sub- 
jects in Italy, but can provide a useful reference for the interpreter wishing 
to give a more precise meaning to the notion of "establishment" or “per- 
manent organization” contained in the above-cited decree of the Ministry 
of Treasury. A different sort of position expressed by the UIC through 
some of its releases should, at any rate, be mentioned. According to the 
UIC, foreign subjects not provided with establishment or other permanent 
organization cannot acquire equity holdings in Italy directly, but rather 
only “through” licensed Financial Intermediaries. In other words, these Fi- 
nancial Intermediaries should operate “in the name and on behalf’ of the 
foreign subject. According to the UIC, this interpretation would satisfy the 
need of enabling the Italian authorities to monitor financial flows by and 
for Italian subjects for the purposes of the applicable anti-money launder- 
ing provisions. An exception to this principle would only be admitted in 
relation to cross-border investment activities carried out occasionally and 
on a limited scale. The UIC’s position appears to lack sound legal grounds, 
since it is de facto aimed at imposing registration in the General Register 
based (substantially) on the frequency and volume of investment transac- 



‘'® Commission 97/C 209/04 published in the EU Official Gazette no. 209, of 10 
July 1997. 
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tions effected in Italy, rather than on the manners in which foreign subjects 
operate (as required by the decree of the Ministry of Treasury). On the 
other hand, the need to operate “through” a licensed Financial Intermedi- 
ary would subject foreign investment companies to evident tax-related 
risks connected with the existence of a permanent establishment in Italy. 
Sometimes co-investment arrangements between a licensed Financial In- 
termediary and a foreign investment company (not registered in the Gen- 
eral Register) has been deemed capable of complying with the position as- 
sumed by the UIC without entailing tax-related risks. The foregoing 
solution, nonetheless, despite having the benefit of offering a level of 
greater visibility to the activity of acquiring holdings in Italy by foreign 
investment companies is not, indeed, required by the decree of the Minis- 
try of Treasury nor, if closely examined, perfectly coherent with the posi- 
tion expressed by the UIC (by co- investing with a licensed Financial In- 
termediary, the foreign subject does not operate “through” the Financial 
Intermediary but effects its own distinct investment alongside that of the 
Financial Intermediary). 
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